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PREFACE 


This IS a course of leciurcs on rectat Economic Theory 
delivered lo postgraduates in the Department of Econormes. 
Osmania Uruversily They were oncinaUy taken down m short 
hand fay an enthusiastic young student. James Dasid, and pre 
sented to me as a collection of notes, neatly typewTiitea, to 
my pleasant surpnse at the end of the term ^couraged by his 
suggestion, I venture to oSer it to a wider circle of readers who. 
he thinks, will benefit by It It has. however, been revised to 
make it suitable for publicatioa in book form. I take this 
opportunity to acknowledge how much I appreciate and am 
touched by this token of afiection on his part m giving me such 
an unusual gift But for it. this book might never l^ve been 
wntten. I hope hts faith m tu usehilness to others is not 
misplaced and with all its imperfections due altogether to niy 
own deficiency in my interpretation of the many great authors 
who figure m it, it vvill yet justify bis youthful optimism and 
point the wnv to those who have lost it m the ternfymg maze 
of modern economic thought and are wandenng through its 
dark corridors, as 1 once did in quest of enlightenment' 

I am, needless to say, deeply indebted to many emment scho- 
lars whose Hcrk I have used m my class as I have acknowledged 
wherever possible m foot notes to these pages I have depended 
for my discussion of Definition, Scope and Method of Econo- 
mic Science in no small measure on Lionel Robbins’s Essay 
On the i\atttre and Significance of Economic Science, L. M 
Fraser’s Economic Thought and Language, J M Keynes’s 
Scope and Method of Political Economy, Barbara Wootton’s 
Lament for Economics, S R Hicks’s Social Framework 
and Alec Caimcross’s Introduction to Economics . and for 
the study of the Theory of Choice and Consumer’s Sover 
eignt), on Fredenc Benham’s Economics J E Meade’s Econo- 
mic Analysts and Policy and Barbara Wootton’s Lament for 
Economics For the debate on the many controversial issues 
raised on the above questions, articles of Hewtrey, Harrod. 



Cannan Fraser and Durbm m the Ecoiionuc Journai and 
Economica provided much valuable material for my lectures 
I nave drawn extensively on Joan Robinson’s Economics of 
Imperfect Competition for the study of Monopoly. Perfect and 
Imperfect Competition Kenneth E. Boulding’s treatment of 
Discriminating Monopoly and Monopolistic Competition m his 
Economic Analysis and E. A. G Robinson’s Monopoly were 
roost helpful in my exposition of the problems mvolved The 
work of Alfred W Stonier and Douglas C Hague. A Text book 
of Economic Theory Paul A Samuelson’s Economics, George 
G Stigler's Theory of Price J R Hicks's Value and Capital. 
were invaluable in my discussion of IndilTerence Curve analysis 
For Cost of Production. Employment, Distnbution and Laws 
of Returns my debt to Stonier and Hague’s work and E A G 
Robinson’s Structure of Competitne Industry is immeasurable 
My debt to my own srudenu is immense for the intellectual 
contact I have entoyed with them which has helped not a 
little in clearing up my own ideas for which 1 hereby dedicate 
this humble work to them 


Osmenia Vmersity 
Hyderabad 
March 1965 


K T Ramakrjshva 
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Part One 

DEFINmON. SCOPE ANTJ METHOD OF 
ECONOMICS 



I 


DEFINITION, SCOPE AND METHOD OF 
ECONOMICS 

I RECENT COVTROVERSIES ON QUESTIONS OF DEFIMTION, 
SCOPE AND &f£THOD OF £C0\O\UCS 

A 

We siiALt begin with ihe quesuoa of the deSmtion of econo- 
mics and deal with some of the recent controtersies regarding 
tbe defimhoa and scope of economic science We might take 
as tbe storting pomt of oor discussion Prof Robbins who is 
one among the recent economists to make a systematic study 
of tbe subject of definition Tbe previous econonusts belong 
mg to the Classical school such as Adam Smith, Ricardo. Mill. 
Malthus and those beloogmg to the Neoclassical school like 
Marshall. Pigou. etc , failed to make a systematic study of this 
question of definition and scope of economics We shall m 
tbe course of our discussion touch on all the aspects of the 
problem of definition Earber wnters, both of the Classical 
and the Neo<Iassical seboob. did not pay sufficient attention 
to tbe question of defirndon and method in economic analysis 
However, to begm with Robbins, we might consider why 
Prof Robbins rejected the definition provided by Marshall 
and others and substituted a definition of his own In 1932. 
therefore. Robbins wrote his famous essay which broke new 
ground and completely altered the conception of economic 
science^ Robbins rejected what he himself called tbe ‘matena 
list’ definition of economics, the one which came from the 
Neo-classical school These economists defined economics as 
the ‘study of the causes of matena! welfare’ But to Robbins 
such a defimtion of economics in terms of matenal welfare 
tmpbed a classification of welfare into matenal and non 

* An Easajf on thf hature end Sigtufietoiee of Economic Science, Lionel 
Robbins. Ch 1.1949 
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material The mam reason why Robbins rejects this definition 
IS, that in the light of this definition the science of economics 
will be rtstneted in scope If ibis definition of economics was 
accepted a great part of economic life would remain outside 
the scope of economic science In order to prove how the 
materialist definition of the Neo-classical school would be 
restricted m scope he uVes up the theory of wages In the 
light of the materialist definition the theory of wages would 
be restricted For instance wages paid to sewage collectors 
can be covered by the iheoiy white wages given to musinans 
will remain outside the scope of the theory This is because 
the former contnbute to matenal welfare by their labour while 
opera singers contribute to non maienal welfare Wages spent 
on tangible commodities like bread would contribute to mate 
nal wellare but a tisit to the ibeatre will result m non materia] 
Welfare Looking at the wage question either from the point 
of view of the earning of wages or from the point of view of 
spending of wages the theory is resincted Although the Neo- 
classical economists Marshall and others have not delibcr 
ately intended such a distinction between the matenal and the 
non maienal still m their applicatim) of economic analysis 
they seem to imply such a distinction between material and 
non material Robbins takes up the contention of Cannan 
that political economy of war is a contradiction in terms That 
IS to say while war does not contribute to matenal welfare 
economics or political economy is concerned with it War 
results in destruction while economics is interested in pro 
moting matenal welfare Bui lo Robbins war has economic 
implications War involves usmg of resources and diversion 
of factors 

Another argument to demolish the ‘materialist’ definition 
IS the acceptance by the Neoclassical economists of the non 
produaivity theory of labour Adam Smith distinguishes 
between productive labour and unproductive labour Labour 
resulting m tangible wealth was r^arded as productive while 
labour resulting m intangible wealth was regarded as unpro- 
ductive labour This distincuon is not valid For example 
Prof Cannan who belongs to the Neoclassical school consi 
ders all labour productive The labour of cooks equally with 
the labour of opera singers is regarded as productive This 
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IS because labour is paid for Labour is scarce and being 
scarce labour is regarded as economic Therefore after all, 
labour is productive v.bether it results m tangible goods or 
intangible goods It is not possible to accept the matenahst 
definition m the hght of this However, labour which might 
produce tangible wealth might be regarded as unproductive m 
the event of absence of demand In peace time the labour 
expended on the production of annaments would be regarded 
as unproductive since it is not wanted 

Prof Fisher goes still further in regarding all labour as 
unproductive or immatena! in their ultimate effect If there is 
so much inconsistency why did the materialist definition per 
One reason Prof Robbins puts forth for the bhnd ac- 
ceptance of the defimuon in terms of material welfare is that 
Anglo-Saxon writers are not m the habit of going deep into 
the question of scope of Economics However this reason 
docs not adequately explain the position of Prof Caiman who 
IS one of the Neo<IassiC3l economists Carman, unlike other 
economists, amved at bis conclusions systematically He 
starts With the simplest form of economic organisaiion — the 
isolated economy In the Crusoe economy, we might broadly 
classify the acuviues of the isolated indmdual mto two parts 
If Robinson Crusoe spends his time in diggmg potatoes, his 
labour is economic If be were to spend his Ume talkmg to 
his parrot, it would be non-economic Thus, m the case of an 
isolated indiYidual it might be possible to distinguish between 
these activities of the mdividual But what if Crusoe is res- 
cued goes home and talks to his parrot for a hvmg'’ Would 
that be non-ccoaomic*’ 

In the case of Prof C^nnao we cannot dismiss this ques- 
tion of acceptance of earlier definihoas by sajnng Cann an has 
copied his definition from others This might ^ said of others 
Now, therefore, since such a definition of the Neoclassical 
economists has certain defects which make it restneted in 
scope and self-contradictory. Robbins tries to give a defini 
Uon of his own He wants to gtve a more scientific definition 
which IS analyucaL He does not want to divide welfare into 
two kinds Ultimately, human behaviour caimot be so divid 
ed Economists should lay emphasis on that aspect of human 
behaviour which anses out of certam fundamental facts m 
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economic life In order to foimulate his definition Robbins 
starts from the same point that Cannan started from He 
takes the simplest form of economic organisation He consi 
ders the activities of Crusoe 

Multiplicity of ends scaraty of means alternative appli 
cabibty of scarce means and different degrees of importance 
of ends characterise economic life It is not enough if there 
should be one or the other of the conditions These must 
exist together and produce economic phenomena They pro 
duce the two economic problems of scarcity and choice 
Robbins points out that in the light of his definition in terms 
of scarcity and choice the scope of the theory of wages is 
widened It can now cover all kinds of wage payments To 
Robbins there is no contradiction between war and political 
economy In war you are using scarce means War creates 
problems of economy He does not look at the problem from 
the point of view of matenal or son material welfare He 
looks at It from the point of view of economy and scarcity 
of means All labour has got an economic aspect and there 
fore all labour can be covered by the theory of wages in the 
light of the scarcity definition of Robbins In this sense 
Robbins s definition is analytical It is not classificatory It 
analyses behaviour Unlike the materialist definition the 
scarcity definition judges behaviour of men from the point 
of view of four fundamental conditions viz (i) multiplicity 
of ends (li) scarcity of means («/) alternative applicability 
of scarce means and (iv) different degrees of importance of 
ends From this point of view therefore there is an economic 
problem in an isolated economy and in an mdividualist 
economy 


H CRITiaSM OF SCARCITY DEFINITION AMONN 
WOOTTON CAIRNOtOSS 

Robbins s definition was based on the study of scarcity of 
means and choice between multiple ends ^onomics is a 
science which studies human behaviour as a relationship 
between ends and scarce means which have alternative uses *■ 
In the light of this economising of resources is present in an 
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isolated economy, an exchange economy and a closed com 
munist society But in an isolated economy only an mdividual 
faces the problem of economising scarce means in order to 
satisfy ends Therefore, economic analysis has little scope. 
Likewise in a communist soaely. there is no scope for econo- 
mic analysis to the same extent as m an individualist 
exchange economy In a communist society, all decisions 
relating to production and consumption are made by a plan 
ning body Therefore, the problem of choice is comparatively 
simpler The decisions as to what to produce and what to con 
sume arc here made by the economic dictator Hence, they 
do not present any complex economic problems as they do 
m a capitalist society or an individuabst exchange economy 
In such an economy the individual can decide what to buy 
or sell, so that the decisions of all the individuals m a capi 
talist society will act and react on each other and thereby 
affect profits, wages, pnees, mterest rales and taxes As a 
result of such reactions which spread throughout the economy, 
economic phenomena are produced lo such a state of econo- 
nuc life, economic analysis has maximum scope It is un 
necessary m an isolated economy lo as much as problems of 
scarcity, choice and economy arc simple In a communist 
society, the scope for economic analysis is restneted However, 
to Prof Robbins economic problems are present in all forms 
of economic organisation To this Prof Amonn objects on 
the ground that economics, being a social science, is relevant 
only to an individualist exchange economy where one type of 
social behaviour exists — social behavioar under freedom of 
exchange, freedom of private property and freedom of choice 
Behaviour outside these institutions is of no interest to the 
economist Robbins regards this as unreasonable The funda- 
mental conditions go\erniDg economic life are present even 
outside as inside such a system In an isolated economy 
exhange may not exist but exchange is not fundamental, while 
scarcity and choice are Hence, problems facmg the individual 
in an isolated economy have an economic aspect and therefore 
economic science must be relevant Prof Oimcross regards 
exchange as an essential condiUon for economics to study 
economic phenomena * Although in an isolated economy 

’ In rod icthn to Economies Atec Cairncrosi Ch 1,1955 
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scarcity and choice exist such problems are of a private nature 
and in the absence of exchange their effects do not go beyond 
the individual Similarly Barbara Wootton defines economics 
as a study of market processes.’ which implies a study of 
exchange 3 Thus although these economists partly subscribe 
to the opinion of Robbins by recognisins the significance of 
scarcity and choice they differ from him Comparing the 
‘materialist and ‘scarcity’ definitions, we find some basic 
differences The matenalist’ defimtion seems to recognise only 
economic phenomena and behaviour arising from scarcity of 
materials while Robbins’s defimtion would count economic 
behaviour arising from scarcity of services and time which are 
non material Robbins does not consider the materiality 
of goods as essential but scarcity of means, whether matenal 
or non matenal as important in testing the economic character 
of behaviour Since the ‘matcnalisr definition stresses the 
matenal aspect of the means of production, it misrepresents 
the science of economics The ‘scarcity’ defimtion, being analy 
tical, represents the science better as it lays stress not on 
different kinds of behaviour but on one aspect of behaviour 
under the pressure of scarce means in relation to many ends 
On the whole we may reject the materialist' definition But 
we do not reject the body of knowledge which it desenbes 
The ‘scarcity’ definition widens the scope of economic science 
while retaining the body of knowledge represented by the 
‘materialist’ definition The ‘scarcity’ definition unlike the 
‘materialist’, will enable the theory of wages to cover wages 
paid to sewage collectors and members of an orchestra as well 
as their expenditure on bread and a theatre ticket Similarly, 
the contradiction in the term ‘political economy of war’ 
pointed out by Caiman no longer exists m the light of 
Robbins’s definition because war involves the use of scarce 
means and choice between alternatives both of which lead 
to economy Contrary to Onnan’s opinion political 
economy of war is perfectly valid Again the ‘scar 
city’ definition would remove inconsistencies inherent m 
the acceptance of ‘materialist’ definition by Cannan and 
his acceptance at the same time of a non materialist 
defimtion of the productivity of labour The ‘scarcity’ 

* Lament for Etonomics BiThiXiVtoMlon Ch IlandV 1938 
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definition thus supplies some of the deficiencies of the ‘mate 
nalist’ definition 

L M Fraser and Edmn Carman on Robbins s 'Essay 

Fraser attempts a criticism of Robbins’s book — Nature and 
Significance of Economic Science < As the date of the journal 
shows, Fraser’s cnticism followed soon after Robbms publish- 
ed his book m 1932 In Fraser’s view Robbins wrote his book 
with two main purposes, viz., (i) t o defin e the scope of econo- 
mics and (ii) the applicat ion of ec onomics to public policy 
Robbms considered the definifion of economii^ important 
because the subject had attained umiy and secondly the time 
was rpe for defining the subject A more weighty reason for 
attempting a fresh defimtion was to prevent the economist 
from stxajmg into irrelevant subjects, which he considers a 
waste of time The economist should be concerned with the j 
problem of economy due to scarcity of means However, the 
economist is cot concerned with ends as such . economics is 
neutral between ends He is only concerned with the use of 
means to achieve given ends As such, the economist is mte 
rested m how (he means are used, whether they are used 
economically or uneconomtcally TTieTefore, it appears that the 
economist does not approve of extravagance in usmg means 
The economist aims at economy la that case economy 
is an end How can we then say that the economist is indiffer 
ent to ends® Further, Robbins claims to have widened the 
scope of economics by offenog bis dcfiaiUon in terms of scar 
city, choice and economy But as a matter of fact, Robbins 
has restneted the scope of the science by urging economists to 
confine their attention purely to pnee and to dissoaate from 
other subjects like psychology, economic history, ethics, 
technology and so forth * This is because hitherto 
some economists had applied psychology to problems of 
value, as for example m the subjective theory of value 
of Gossen 

Simiiatly, technolosy is of no interest to the economist 

* ‘How Do We Want Economists To Behave’, L, M Fraser, Ectfwfnic 
Journal p 555, 1932. 

* An Essay On ihf Sature and Sinificanee of Economic Seienee. 

Robbins Ch !V See 4,1949 * ibtd 
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exccpi in so far as it affects cost and pnce LiVewise. the study 
of the evolution of economic institutions undertaken by 
economic history should be avoided The economist should 
avoid these other branches of knowledge and devote 
himself to the central problem of val uation The argument of 
Robbins sounds reasonable enough but is it necessary for every 
student of economics to study only value*’ For one thing, each 
and every economist cannot expound pure theory and there 
are economists enough to study other allied problems This 
view of Robbins is erroneous because the science need not be 
based on deduction to produce fruitful results Many laws m 
physics and biology arc based on induction and yet they are 
useful In the same way. economic laws may be based on 
induction Hawe%er in economics certainty js hard to achieve 
For instance, in the matter of income redistribution a measure 
of uncertainty is inevitable In a community where incomes 
are unei^ual redistribution is attempted through transfer, m 
order to increase welfare When income js transferred from 
a rich to a poor person, the welfare or the satisfaction of 
the nch man may be decreased and that of the poor man may 
be increased It is. however, difficult to say by how nruch the 
welfare of the nch man has fallen and that of the poor man 
has nsen because satisfaction is not measurable and the satis 
faction of two persons cannot be compared But on this score 
can we abandon a levelling of the incomes to bring about 
greater equality although a prease measure of welfare and 
satisfacuon may not be possible? For example, a nch man 
may hasc a low marginal utility of money while a poor per- 
son may have a high marginal utility so that a transfer of 
income from one to the other would bring about greater total 
welfare One example oted by Fraser illustrates this point A 
deaf person may have a gramophone but does not use it. while 
a poor music lover might want a gramophone so that the 
transfer of the gramophone from the former to the latter will 
obviously increase satisfaction Therelore, in redistributing 
income it may not be possible to depend upon exact measure 
merit of satisfaction One might have to depend upon arbitrary 
foccts. siirJj. a.*, 'wmmnnamot 'pj/t •tuvi 

tion does not lend itself to measurement or comparison should 
not be an objection to redistribution Prof Robbins seems to 



DEFlVinON, SCOPE AKD METHOD 9 

be of the \iew that due to uncemmty inherent m problems of 
welfare, it is not proper for an economist to attempt such a 
redistribution Sat isfaction is subiective to each pers on , as 
such the economist cannot tamper with people’s welfare 
Another objection of Robbins to income redistribution is that 
It mvolves val ue ludgeme nts and as a positive science econo 
mics cannot make value judgements Patently such an objec 
tion IS unreasonable It attempts to make economics exact 
Robbins discnmmates between ex ogeno us and endogenous 
factors govermng economic atuaoons, endogenous factors 
being those which operate from within Such factors or forces 
lend themselves to reasoning, iheoreOcally . for example, the 
forces of supply and demand which explain fluctuations in 
value Exogenous factors arc external to an economic situa 
tion Therefore, they might not lend themselves to reasoning 
Thus endogenous factors are more ceriam than exogenous 
factors As an example of endogenous factors opezatmg in an 
economic situation, any change m the value of money may 
be asenbed to changes m its quantity On the other band, if 
a coontry goes off the gold standard, a change in the value 
of money is due to a change in the monetary policy of the 
government. Therefore, it cannot be assessed both 

factors might operate in coojuoctioti, eg, a stock exchange 
boom may be explamed by speculation which may be regard 
ed as an exogenous factor as well as an increase m capital 
mv^tment which may be considered an endogenous factor 
But how to separate the endogenous from the exogenous'’ 
The economist, therefore, cannot disregard exogenous factors 
as negligible Robbins also discnmi na tes between deductive 
and i nductiv e To his mind, of the two. de duction is mor e 
sc ientifi c and reliable whfle induction, although useful, is less 
important 

*11115 discnmination between deduction and mduction does 
not seem to be sound £>eii though induction by itself is in 
effective without deduction, induction is no less important 
Both deduction and induction ate different tools of research 
and not fields of research and they are complementary to one 
another Fraser says “Deduction without induction js empty 
and mduction without deduction is blind ” This discnmma 
tion between exogenous and endogenous factors and deduction 
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and induction which Robbins makes cannot be explained b> 
sa>ing that deducuon and endog enou s factors are raoic im 
portant in theory \vhTIi“uidu^on a nd exogen ous factors are 
more important tn practice because tbeOTy~Sn3~pTacUce m the 
case of social sciences are Inseparable Such a divorce between 
theory and practice may be valid in natural sciences like 
physics and biolocy where the saentist can pursue pure 
research leaving the application of results of his research to 
others The ph\Sicist and the biologist engaged m funda 
mental research can pursue knowledge for its own sake and 
knowledge acquired may be applied by engineers or doctors, 
stock breeders and electricians Economics is not a pu re 
science in the sense of one gaming knowledge as an end 
ilTTtidr The economist has to apply his knowledge in solv 
ing practical problems Therefore, economics is an apphed 
saence It is fruit bearing rather than light bearing ^ ^ It can 
solve pracucal problems through conopention with other 
sciences Economics need not be defined as Robbins wants to 
do If the economist does not go outside the theory of value, 
he will be ineffective m solving problems like levellujg of 
incomes . bringing about greater $oaaI equably in the economy 
or the community abolition of private property , greater 
harmony between producers and consumers through regulation 
of trade or control of monopoly the desirability or otherwise 
of adopting socialism or cooperation All these problems 
depend on diSereni sciences such as economic history, psycho 
logy ethics politics and the like For solving them, we should 
understand their background To understand existing eco 
nomic mstitutions, we must know economic history which deals 
with Economic institutions Lie pnvate and public property, 
markets and marketing evoluUon of business organisation, 
factory systems since current problems are conditioned by 
these mstitutions Psychology similarly helps in understanding 
economic behaviour such as rational and uiaUonal choice All 
progress in the past in the dcvelopmcm of economic science 
was largely due to the knowledge of other sciences which 
economists had. a knowledge of law and history, politics and 
busmess, mathematics and ethics, eg J S Mill was a philo- 
sopher and political thinker and an economist For 
’ Economics of Welfare A C Pigou Ch. I, 1950 
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friutful contribution to ecoaomc science the thinkers of the 
past drew on other saccccs If economic developmwst 
depends so much on other branches of knowledge and is 
closely interrelated with them, there does not arise aaj need 
for defining economics in precise terms One might define 
economics zs “that which interests the economist” A good 
economist roust be interested in eveiylhing since everything 
in life may have a bearing on practical questions An econo- 
mist can fulfil his functions elicciively as an administrator or 
a statesman, a counsellor or an adviser only by knowing other 
subjects 

A book renew by Prof Canaan was published m 
the Economic Journal of 1932 in which Cannan sets 
down his defence of the ‘matenabst* definition and his 
criticism of Robbins* Cannan looks upon ibe economic 
system as a huge machine whose aim is to promote economic 
welfare while Robbins thinks of the economic system as a 
senes of economic relationships between ends on the one 
side and scarce means on the other, le , relationships between 
wants and wealth or money and goods Cannan con 
siders It the function of economists to explain the stniC' 
ture and working of this economic machine and to suggest 
improvements in the system where necessary Robbins is lO 
tertsted m the economic relationships as they exist but not 
in reforming them, since be regards economics as a positive 
science In discussing economic significance, Robbins consi 
ders such significance in relative terms, eg, the economic 
significance of productive power is due to the demand for any 
commodity If the demand should disappear the uuhty 
of the goods goes and therefore. producii\e power has no 
economic significance Annaments in war arc productise power 
due to the demand for them and in this relationship between 
annaments and the demand for them consists economic 
significance 

As against these views of Robbins. Cannan regards econo- 
mic significance m a different waj He considers Robbms’s 
stand on this question as narrow To Cannan when war ends 
and the normal social order is again restored, or peace returns. 

• Review of 'Nature And Significance of Economic Science’. Econome 
Jeurnal,p 424 I9J2. 
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jt IS not important that armaments may have no further value, 
le. they would have outlived their utility Robbins, therefore, 
would say that the moment annaraents are no more useful or 
m demand, the economic significance or the productive power 
of armaments ceases The economist will no more be interest- 
ed in them From the point of view of Cannon, when war ends 
and the normal order is established, it is much more import 
ant from a moral standpoint Thus, Cannan considers the 
terminauon of hostilities and coming of peace as of primary 
importance and the fact that armaments have lost their useful 
ness only of secondary importance This difference between 
Robbins and Cannan js due to the fact that Cannan regards 
economic science as a normative science and Robbins regards 
It as a positive science As such while Cannan is interested in 
moral issues in general, Robbins is not Robbins regards eco 
nomic significance purely from the point of view of the rela 
tionship between the commodity and demand This stand 
disregards the moral side of the question On the other hand. 
Cannan as a normative scientist is concerned about the moral 
implications of a problem Therefore, it is all for the good 
when peace is established because war, to Cannan. is evil and 
the economist cannot reconcile himself to an order which goes 
against welfare Robbins being a positive scientist does not 
take into account the nature of ends To him ends are given 
Only the means of satisfying ends may have an economic side 
to them The economist is interested m knowing whether ends 
are achieved economically or uneconomically or, in other 
words, whether m achieving ends, means are wasted or econo- 
mised Cannan, on the other hand considers the nature of ends 
as important as the nature of means To the economist ends 
are important because only by aiming at certain economic 
ends, can welfare be promoted In the past any change m the 
economic system for the better was possible because society 
aimed at certain beneficial economic cods The economist can 
not disregard the ethical side of ends He has to take sides and 
discriminate between gcxid and bad ends and advise on the 
choice of ends If not, the economist wiU be an .b.i5 

duty Society expects the economist to guide it in regaed to 
•what IS good or bad Thus Cannan stresses the utilitarian 
side and, as such, only by making moral judgements can the 
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economist serve the public It is because of the practical utility 
of economics that work m the economic field m the form of 
books, lectures in the universities and research work had been 
done In defence of the ‘materialist' defimuon of economics, 
r^nnan points out the misunderstandmg of Robbins when 
mterpreimg material and nonmatcnal welfare Robbins in his 
book illustrates material welfare by bread, non material wel 
fare by concerts but as a matter of fact this was not what 
the exponents of the ‘malenalist’ defimuon meant m classify 
mg welfare mto matcnal and non materul The latter was 
intended to cover such things as the strength, or consolation 
one receives from religion and emotions like joy and sorrow 
through birth and death of one's dear ones Concerts and cir 
cuses were not meant to be mcluded in non material welfare 
as Robbms seems to have thought Robbins, therefore is 
accused of imsintcrpreting nonmateml welfare as understood 
by Cannan and others and having been unjust to the 'matena 
list' definition 

We were discussmg Prof Caonan's defence of the 'matena 
hst’ defimuon One cnuctsm of Robbms agamst the 'matena 
list’ defiouioQ was based on the acceptance of the defimuon 
of economics m terms of matenal welfare mspiie of the nume 
rous inconsistencies m the definibon In the case of most eco- 
nomists the acceptance of the ‘matenahst’ defimuon was due 
to inadequate attention paid by English economists to ques 
tions of method and scope This is. however, not true of Prof 
Cannan Prof Cannan arrived at his definition by exammmg 
economic life under different condiUons, viz., m an isolated 
economy and a communist society la an isolated economy, 
the activities of the isolated individual might be divided into 
those maJoDg for matenal welfare and those for non matenal 
welfare Even so in a communist society, the executive in 
charge of allocating resources might devote so much labour 
power to the production of real wealth and so much labour 
for providmg nonmatcnal services If the labour power pro- 
duces more bread, matenal welfare is increased If it provides 
circuses, nonmatcnal welfare increases Therefore, m allocat 
mg resources between the matenal and non matenal. accord 
ing to Prof Robbins, the problem of allocation is half withm 
and half outside the theory of production To this Prof Can 
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nan replies that such a problem is boih a problem of econo- 
mics and of life Hence it is nght and proper that such 
problems are not covered entirely by economics In support 
of this argument. Prof Pannan cites an example A person 
may be faced with two altcfnativcs (/) To work overtime and 
improve his economic prospects or (»0 to enjoy leisure and 
spend more time on the young lady he is wooing and improve 
his matrimonial prospecte This problem has both an econo- 
mic and a non economic side 


HI DEDUCTION VS INDUCTION 

Prof Harrod points out in his article® the limitations of the 
deductive method and the importance of induction Deduction 
helps in explaining causal relationships on the basis of which 
generalisations are made To confirm these generalisations 
evidence collected inductively is necessary In gaming econo- 
mic knowledge by research we may distinguish different 
phases or stages the first being ann<hair cogitation or specu- 
lation and reasoning on the basis of hypotheses or assumptions 
of a scientist . the second being the use of statistical methods 
by statisticians to analyse data and finally the confirmation of 
the generalisations made by theorising To cany out research, 
experts m different fields specialising in deduction and indue 
non, are necessary as professional economists are pre-occupied 
with teaching and administration The development of statistics 
is an asset to the research worker in gaming knowledge One 
can distinguish broadly iheiefoic difltrcnl approaches to the 
study of economic problems Consequently, there is difference 
of opinion among economists as to which is the most fruitful 
source of fresh clues for further growth of knowledge O-e 
view is of Prof Wesley Mitchell that empincal or inductive 
data can yield useful clues when arranged and rearnn i 
and interpreted differently Another view is that existing theory 
can be made to yield useful clues when more intensively 
vs tjpnKun SSfifi effnei di tne Tivo 

views may be correct, i e . both the inductive method and the 

• ‘Scope And Method of Economics*, R F Harrod, Economte laurml 
September 1938 
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dsductivt method may be effcctne m acqjirmg JmowJedge 
However, tn the past, smce the time of Adam Smith, many 
ccoDoimsU ha\c supported deduction as the more effective of 
the two methods and altnbuted many important generalisations 
to the deductive approach. In examining the claims of deduc- 
tion one should bear in mind certain limitations from which 
deduction suffers In social saences the experimental method 
is denied to the student unLie in natural sciences JiVe genetics 
where the study of heredity is based on experiments However, 
even in natural sicences the experimental method may be im 
possible m such saences as astronomy but. by and large, 
natural saences have the advantage of expenmentauon over 
soaal sciences Therefore, theories in economics cannot be test 
cd Further, due to plurality of causes even hypotheses or as- 
sumptions underlying economic ihconcs cannot always be tested 
by experiments This is confirmed by the tiadc<ycle theory as 
the causes of trade-cycles may be various Nor can we say in 
regard to deducuon and induction that one or the other is 
alone right or correct They have both their value e g , many 
important economic laws and generalisations have been based 
on observation. The well known CJresham’s law in monetary 
theory was largely founded upon the study of currency under 
bimetallism Similarly, generalisations about the behaviour of 
pnees in booms and depressions are again based on the induc- 
tive method On the other band, seme laws have bad their 
ongin m abstract reasoning or deductive studies The Iheones 
of value and distribution have been develotied on the basis of 
deductive laws, viz, laws of supply and demand and dimmt^h 
ing marginal utility The laws of supply and demand as well 
as the Law- of Dimmishing UtiLiy are axiomatic being based 
upon certain assumptions about human nature Therefore, 
theones based upon these laws cannot possibly possess ab- 
sclute certainty but a large measure of probability Hence, 
predictions cannot be made la specific cases with the aid of 
Abes? isiv/ Aai jvf i'JssAvs! Asrisr /taasanstfavfcif 

pubhc pohaes based on laws of demand and supply In the 
past, the policy of free trade was due to the faith in unregulai 
ed forces of supply and demand In more recent times the 
problem of trade-cycle has demanded soluuon and the solu 
lions coming from different qaarlers have mostly been based 
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on induction, so much so there is wide divergence of opinion 
among theorists who ha\c studied the phenomena 


I\ ‘SaCNtlFIC ECONOMICS’ 

Prof Harrod criticises the stand of the so^alled scientific 
school of economists by discussing the economic criteria which 
Prof Adam Smith laid down by means of which the economist 
ma> judge economic situations and behaviour The economic 
cntena may be iHustiaied as follows 
If a person A prefers commodilj X to commodity Y, he 
should have X or if a person B prefers work X to work Y. 
he should have X That is. the preferred good is the econo 
mic good ID the example above, commodity X in the case of 
A and work X in the case of B This is not approved: 
by some modern economists, especially Prof Lionel Robbms 
These economists cnticisc the advisory capacity of the eco- 
nomist They compare economics with natural sciences and 
economists with natural scientists In natural sciences, theory 
and pracuce may be separated Similarly. Robbms and 
others are of the opinion that the functions of the economist 
IS to discover causal relationships and point out the conse 
quences of given causes But ^e Economist cannot recom- 
mend any course of acuon in the matter of income redistribu- 
tion It IS evident that such redistribution is necessary as there 
is inequality of income Thus. Prof Marshall has shown that 
the marginal utility of money to a beggar is greater than to 
a millionaire It follows, therefore, that money should be 
transferred from the rich to the poor While recognising the 
fact of inequality, economists of the scientific school take 
objection to the redistribution of income since, according to 
these economists, income redistnbution would mean economics 
being unscientific The redistnbution of income must neces 
sanly involve the measuicmeni and comparison of ulilitj from 
income and such measurement or companson is impossible as 
satisfaction is subjecuve However, one may know intuitively 
that there is scope for increasmg welfare by transfemng goods 
from the rich to the poor In other words, we have a shrewd 
suspicion that the beggar m Marshall’s example will denve 
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greater benefit from two pence than the millionaire This ob- 
jection seems untenable since economics is not an exact 
saence like natural sciences Very often economists depend 
upon conjecture in studying problems The trade-cycle theory 
is largely based on conjecture Hence, the economist cannot 
remain aloof from practical problems on the score that he 
would be unsaentific if be did so In spite of the hmitatioas 
under which the economist must (unction, due to his trammg 
and the equipment and technique of economic analysis which 
be has, the economist is best fitted to unravel complex pro- 
blems of practical life, e g . Pigou m his Study of Public 
F Tnanc tUtf m relation to mcome redistribution has made a 
thorough analysis of the various imphcauons of redistnbuting 
income by altering the tax structure m the community A more 
weighty objection that may be brought forward against mcome- 
redistribution tnay be that such redistnbupon may have social 
and pohtical unplications, besides economic unphcauons 
Therefore, social and political consequences of redistubution 
of income must lie outside the scope of the economist 

In discussing the limitations of deduction Prof Harrod exa- 
oimes the law of demand which is a deductive law slating the 
relationship betv.eea demand and pace Deductive economists 
such as the classical economists have attached a great deal of 
importance to the law of demand and claimed that the law is 
highly authoritative and can be made the basis for predictions 
The causal relationships embodied in the law of demand may 
be stated m the form of an equation composed of different 
economic quaoDties Some of these quanDDes are known nhile 
others are unknown The unknown quantities are functions of 
known quantities, e g , the equation may consist of pnces and 
quantities demanded A change in pnce maj become known 
so that the possible change m demand may be forecast since 
demand is a function of pnce Thus demand for goods is a 
funcboa of their pnce The demand for factors of production 
IS a function of factor puces If, therefore price alters, demand 
must alter as the pnee-demand relationshm is governed by 
the law of demand The higher the pnce, the smaller the 
quantity demanded, the lower the pnce, the greater the quan 

** A Study In Public Finance A C Pigou 
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tity demanded Armed wHh ths general law of demand one 
might be able to say how demand would respond to pnce 
That IS the law of demand indicates the direction of change 
in demand or how demand expands or contracts But the law 
does not tell us the extent of change m demand or by how 
much demand expands m response to a given fall in pnce and 
by how much demand contracts lo response to a given nse in 
pnce The deductive law of demand thus lacks quantitative 
precision and as such it might not be very helpful in mcasur 
ing demand m relation to pnce To make the law of demand 
more prease and useful in making predictions regarding 
changes m demand some economists have attempted to make 
inductive studies of the relationship between demand and pnce 
Prof Douglas and Dr Schultz have attempted to collect em 
pineal data in support of the law of demand to denve more 
precise results This discussion throws light on the inherent 
shortcomings of deducuon as an ^elusive method in econo- 
mic analysis It also incidentally brings out the importance 
of induction since the limitations of deduction might be over 
come to a certain extent with the aid of empincal or 
inductive data 


V STATIC ECONOMICS VS DYNAMIC ECONOMICS 

After discussing the need for induction and the limitations 
of deduction, Prof Harrod makes a case for a dynamic ap- 
proach to the study of economic problems i e he suggests the 
development of dynamic economics as against static econo- 
mics Static economics may ako be called eco nom ics of 
s tationary sta tes a stationary state is hypothetical in which 
economic phenomena are beyond the influence of external 
economic forces Therefore it may be described as a closed 
economic system and being outside the influence of economic 
forces It may be said to ^ isolated Tn other words in such 
a system economic life is static Various economic quantities 
remain essentially unaltered Thus the size and composition 
of population are static since the forces governing population 
operate in a manner whereby an increase in population is 
counteracted by a decrease and the birth rate and the death 
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rate balance each other so that ocntually the populauon is 
static. Smiilarl>, the stock of goods m a stationary state is 
static as the rate of consumption and the rate of production 
are constant. Likewise, as the different forces remain m eqmli 
bnum in the market, prices arc constat A static eco- 
nomic sjstem may be compared to a ball rolling at a constant 
speed, neither gaming momentum nor losmg speed. Another 
analogy may be that of the fore a m which_trees sprout, grow 
and pensh bet the composiDon of the forest remains unaltered 
Economic life m such a state may be at a stand-still as 
the vanous forces at plaj operate at a constant rate A dyna 
mic economic system is the a ntithes is of a static economic 
system, le, an economic life which is progressive, vanous 
quantities consUtuUng economic life bemg m a constant state 
of flux Pppulations increase and decrease, the stock of goods 
changes A study of such chaogmg quantities constitutes dyna- 
nuc economics A dynamic approach must supplement the 
study of hypothetical stationary states to enable economists 
to lay down causal la»s or geoemlisaooos For example, a 
static approach to the study of prices is the study of equili- 
brium pnre. le., a pnce which is in equOibnum due to 
equilibnum between demand and supply A dynamic approach 
on the other band would be to study pnces as they fluctuate, 
that is to say, to study pnce movements A dynamic approach 
is more realistic as the concept of an equiLbnum pnce is 
unreal Pnces arc never in equQibnum , that is. they are never 
at rest smce supply and demand are never at cquUIbnum. 
One always exceeds the other resulting in the nse and fall of 
pnces. because conditions of demand and supply alter, lead- 
ing to relatnely greater supply, causmg a decime m pnces or 
a relatively greater demand, causii^ a nse in pnces There- 
fore, as a method of anaij'sis the studj of equilibnum pnce 
may be of value However, smce the equilibnum pnce is not 
true to life whereas pnce movements are more real, the study 
of pnces as they change wiH be even more worthwhile In re- 
gard to trade-cycles, economists have tended generally to study 
\’anations in trade, resultmg in booms and depressions, in a 
static way, le. m studying the tr^e-^cles, economists have 
studied the phenomenon as a tra nsition from one static equili 
bnum to another static equilibrium It would be better if 
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economists study the trad&cycle consisting of booms and 
depressions as a continuoDS flow under steadily operating 
forces Such an approach would produce better results 


\ l ECONOMIC RESEARCH 

Prof Durbm deah with the place of deduction and induction 
in economic research ” With regard to the use of these and 
their utility there is no senous controversy All economists 
agree that deduction as well as induction are necessar> 
However, the difference is in the emphasis placed by differ 
ent economists on the different methods Some regard deduc- 
tion based on hypotheses as more fruitful while granting the 
usefulness of mduction Prof Robbins is of this view Others, 
like Sir William Be\cndge and Barbara Wootton prefer induc- 
tion based on observation as being more effective but at the 
same time recognise the importance of deduction But results 
of research work in the economic field have been disappomt* 
mg and Prof Durbm offers an explanation for this Although 
deduction as tvell as induction have been used by research 
workers they have not used both the methods simultaneous!} 
Some have based their work exclusively on deduction while 
others have depended entirely on induction Consequently, 
literature in pure theory and empirical studies has grown side 
by s<de as prosed by the spate of books and journals produc 
ed Economists like Prof Hicks and Maunce Dobb have built 
up theones based on assumptions Prof Hicks says “we shall 
assume a community which is wholly engaged in the produc 
tion of a single homogeneous good which good we shall 
call bread ” ^ 

Prof Dobb in his Pohiical Economy and Capitalism sa>s 
‘ let us suppose for example a coramumty where the sole pro- 
duction and also the only finished commodity which its 
inhabitants buy consists of boots ” On such assumptions 
theones are built up and these assumptions being unrealistic, 
theones founded on them are unrealistic On the other hand. 

" Methods of Research A Plea For Co operation m the Social 
Sciences E F M Durbm Economic Journal June 1938 

** Economic Journal September 1935 
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if tbe^e ifieones v^ere also based on observation, they \viil be 
closer to life This does not, bo^'ever. imply that assumptions 
are ununportant Assumptions m economics play the role 
which mathematics plays in physics But these assumptions 
must have the support of facts ^milarly. m inductive studies 
vast amounts of data have been ^thered StatisDcs for every 
conceivable quantity are collected as shown by economic jour 
nals Thus, changes m the physical output of agricultural 
farms, return to capital in the gold industry, cotton indices, 
profits of professional speculators arc all collected. These data 
have grown without being used to deduce generalisatious 
which can act as guiding pnnaples. To make such data more 
fruitful conclusions must be derived These facts go to show 
that the tendency in economic research has been for the 
elusive development of theory and collection of mformation 
Such independent work by theonsu as well as mducbvc 
worken hw made research barren Only if there is a synthesis 
of deductioa and induction or reasoning on hypothesis based 
on observation and data can it lead to greater harmony among 
economists on various economic questions which have beea 
controversial Eitplanations of tnde<ycles are at vanance 
with each other because of the numerous theories seeking to 
explain changes m trade If these theories of the trade-cycle 
were supported by factual data the diflercnces among trade- 
cycle theorists may be resolved 

Union of Soaal Saences 

Even supposing there were a synthesis of deduction and 
mduction, could economics achieve a scientific status by get 
ting results which can be made the basis for reliable gene- 
ralisations’ In general, results m economics as in other social 
sciences may not be as prease as the results of natural saen- 
ces While this may be adnutted. the reasons given by social 
scientists for this fact are often untrue Social scientists re- 
gard soaal problems as highly complex This seems to imply 
that problems of a physical and biological nature are simple. 
As a matter of fact, problems faced by the early biologists 
and physiosts of the ]6lh and 17lb centuries were no less com 
plex Again, soaal saentists attribute absence of precision and 
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exactness m results m social sciences to the fact that in soaal 
life experimentation as understood in natural sciences is not 
possible While this is true m the place of the expenmental 
method social saentists have other methods open to them 
Vrhich may be less effective than the experimental method 
bat which can serve their purpose The method of com- 
parison IS one such substitute for experiment In this method 
common features in diiersc situations may be observed and 
their causes dclcrmmed A second substitute for experiment 
IS the method of prophecy which may confirm or disprove 
hypotheses Therefore, although these methods are not as 
good as the expenmental method, the soacal scientist can 
achieve results with their aid 

Further although the reasons offered by social scientists to 
explain the imperfections id the results obtained from the 
study of soaal phenomena may not be accepted, the results of 
soaal sciences must diScr from those of natural saences This 
IS largely due to the nature of the material with which soaal 
sciences deal While natural saences deal with inanimate 
objects, social saences deal with bumao nature and behavi 
our. and human beings in their behauour are governed by a 
free will and knowledge gamed through experience Therefore, 
unlike inanimate objects neople do not respond to given 
causes always as expected They act under various influences, 
internal as well as external Nevertheless like natural 
saentists social scientists have to study soaal phenomena by 
relying on hypothesis, observation and verification in order to 
lay down generalisations doing this satisfactonly. the soaal 
saentists should depend upon both deduction and induction . 
that IS no research work should lack deduction or induction 
It must be based upon iheonsmg on assumptions and evidence 
collected cmpmcally 

In addition to such a umon of deduction and induction to 
achieve fruitful results Prof Durbm advocates closer co- 
operation among various soaal saentists Before examining 
the practical ways of such co-operation he cntiases the posi 
fron of socrai' saences ancf tftar reihftons fo each other anrf 
to bring out the shortcomings of soaal saences, the merits of 
natural saences are considered 

Natural saences are concerned with different sections of 
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nature, each section being the object of study of a separate 
aaiural science Namre is divided into different forms of 
life, plant life, animal life and each form of life is studied by 
diferent natural scientists, botanists, zoologists and so on 
Natural sciences oVrC their progress and development to the 
fact of such division of nature into compartments The whole 
of nature cannot be studied by a saentist alone Similarly, for 
the studj of society or social life different aspects of social 
life are distinguished so that there is a difference in the study 
of nature and society While natural sciences study indepen 
dent objects, soaal sciences studj different aspects of social 
life 

Economics studies the economic aspect of social behaviour . 
politics the pobtical aspect, law the legal aspect, economic 
history the economic aspect of general history, political his 
tory, the poUucal aspect and so on. Social behaviour is studied 
by students of different social saenccs, each aspect being 
goienied by a set of conditions, pobtical, economic, legal or 
otherwise, but the study of these aspects does not constitute 
the study of mdependent objects, unlike in natural saencea. 
In what way can social saences be made to study independent 
objects which have a more real existence? Only throu^ studj 
of independent objects m their entirety can soaal saences 
progress In social bfe, certain periods of history may be 
treated as objects enjoying a separate existence, such as the 
intcrwar penod. 1919 1939, or certain communities may be 
made the object of study like urban communities . or again 
social institutions like property may be real objects , or phe- 
nomena like war or trade^le might be studied These 
objects may be said to have an independent existence be- 
cause each of them can be subjected to a thorough treatment 
m their vaned aspects, eg, the institution of property in its 
different aspects may be studied by different social sciences. 
such as economic history for its origin and evolution , law 
for Its consequences , and pqicboJoyy for the implications of the 
existence of property for behaviour For an exhaustive 
study of the subject one should leam about its different aspects 
which would mean that the student of property must know 
all the soaal sciences that are relevant to the subject Hov. 
ever, a soaal saentist studying property cannot possibly 
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master so many branches of knowledge as each is in itself 
vast in scope and growing rapidly Instead, social scientists 
belonging to diHerent fields can join together to study the 
venous aspects . for co-operaDon. committees of experts in 
different social sciences must be formed to study war. or urban 
communities or the trade-cycle 

Secondly, experts from different sciences can have seminars 
and discussions to throw fight on all the aspects of the subject 

Thirdly, courses of lectures must be orgamsed by different 
experts . and finally, different social scientists should be 
brought together through the appointment of lawyers to eco- 
nomic departments, psychologists to history departments and 
so forth Bv these means a certain measure of co-ordmation 
of the soaal sciences may be achieved But for a programme 
such as these certain conditions may be essential The object 
of study must be modest and not too ambitious Secondly. 
ex]>erts working together must undertake intensive and pro- 
longed study of the problem . to provide the incentive such 
work should be well-rewarded Thus, to improve the quality 
of research in social saences a synthesis of deduction and 
induction and co-operation among social saentists are recom 
mended bv Prof Durbin 

Economics and the Experimental Method 

Prof Bouldmg discusses the scope of the experimental 
method in economic studies as compared with natural scien 
ces 13 Social saences cannot have the benefit of expenment as 
It IS generally understood — an experiment being an event or 
a senes of events, m whKh only the relevant elements are 
present and the irrelevant ones arc eliminated or otherwise 
known. In chemical expenments the reaction of one 
chemical on another can be studied by removing the impunties 
of the chemicals or recognising their effect An experi 
ment is under the control of the scientist In this sense, 
expenment in soaal sciences has a limited scope To some 
extent one might undertake expenments in social life, e a . to 

" Economic /tnolrilj, KtnneUiE Bouldiog, Ch 1,1951 
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'tudj tbs effect of miK diet on school children, different 
croups of children mav be cxpeninented upon One group 
may be fed on miiy while the other may not Assuming that 
the two groups are identical m every other respect the better 
health of the group having mdlc may be attnbuied to milk, 
diet, but m economic life expenmcnis may be even more 
difficult To determine the effect of a given rate of interest on 
businessmen, tw groups may be subject to two rates of interest, 
one higher than the other To study the reactions of business 
men to these rates of interest may be difficult as investors 
might respond in different ways to interest rates m the capital 
market because their conduct is governed by various factors 
such as their own state of mmd le whether they are optimis- 
tic or pessimistic . or the <iate of trade or busmess, that is. 
whether the business was prosperous or depressed. Hence by 
CTpenmenc one cannot determine the consequences of gtven 
causes is economic life In the absence of the method of 
experiment Prof Bouldmg recommends the statistical method 
a$ the nearest substitute for expenmect Although, as seen 
above, in economic life the conduct of people cannot be 
judged b> means of expenment, it may be observed under 
different circumstances at different tunes Any difference in 
their conduct under different sets of conditions may be attn 
buted to differences in the condiuons and thus we may infer 
tentatively the causal relationship However, such causal rela 
tionships might not have any certainty about them but only 
a high degree of probabdi^, for instance, one might study 
the relationship between demand and price m regard to sugar 
A high price of sugar may be accompamed by low demand 
and a low price of sugar by higb demand. From this one 
might suppose that when price was high, demand must be low 
But this conclusion does not necessarily follow, since a high 
pnee might be accompanied by low demand and yet there 
may be httle connection between the two The low demand 
(Sight Ik’ anrrf<f6sf to ingh price and may be the consequence 
of factors other than pnee such as money income, tastes, 
popuIation<hanges and availabili^ of substitutes for sugar 
At best, one can assume a pnieble relationship between 
the pnee and demand for suear This example brmgs 
out the difference between the expenmental method and the 
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statistical method In the expenmenial method, the enviion 
nient m which the event takes place is controlled inasmuch 
as only the relevant elements are present while the irrelevant 
elements are kept out In the statistical method diverse 
elements may be mixed up and these cannot be separated 
In a statistical study n is assumed that all the other condi 
lions or factors remain constant, as for instance, all fac- 
tors governing the demand for sugar excepting price are 
assumed to be constant m order to study the effeci of pnce 
changes on the consumpuon of sugar to this fact that 
different elements may be playing their part, although tbe> 
may be presumed to be constant, for purposes of analysis, in 
making generalisations, one cannot be dogmatic, le, if two 
events were to follow each other the sequence does not neces 
sanly imply a causal relationship between them. Prof Bould 
ing recommends another near substitute for experiment, 
namely, the method of intelleaual expenment ^onomie 
anal>sis aims at studying the relationships between different 
economic quantities Such quantities are highly complex In 
order to study them one has to postubte m one's mind, simp- 
ler systems, for instance, exchange economy is highly complex 
to understand so that before studying a money economy, one 
might study a barter economy Even so before studying 
society m its economic aspect, one might study an isolated 
economy This approach may be likened to the approach of 
pure mathematics in which one starts with simple proposi- 
tions and proceeds to more complex ones In geometry 
we pass from one theorem to another “A straight line 
cuts two paiaUel straight Imes at the same angle" leads to 
“the sum of the three angles of a mangle are equal to two 
right angles ” Even so in economic analysis, we begin with 
simple assumptions and end up with more complex ones 
CJwing to this fact most propositions in economics are hypo- 
thetical These bvpolhetical propositions are meant to simplify 
our study of the economic system In order to bring such a 
simplified system closer to life, we progressively introduce new 
'ri'Oi v*c/t yi/vtim . «i«i yttk tstnitnicit: VeSft tipoii 

assumptions can hardly ctHiespond to reality so that some 
economists such as Prof Dnibra and Barbara Wootton regard 
economic theory as unrelated to economic life In defence of 
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this fact that economic theoiy cannot truly reflect economic 
We, Prof Harrod compares economic life to a geographical 
map which does not show esety object like a tree or a house 
or a blade of grass m a landscape Even so economic theory 
cannot possibly cover cadj and every detail of economic 
behaviour Hence economic aoaljsis cannot be a guide to a 
busmessman or a banker in the conduct of their affairs , nor 
can the economist offer detailed advice to Statesmen but the 
advice of the economist is valuable as compared to others 
«ho are not equipped with economic analysis. He grasps the 
different economic implications m a situation and consequenti> 
his advice is \\onb having 

The Scientific Method in economic studies J R Hicls 

In essence economics uses in its investigations, the method 
common to all sciences The pnmajy objecbve of economics 
as of other sciences, is the study of facts to gam knowledge of 
various economic relationships In this process, the arrange 
ment of facts is the most difficult port of its study as 'a ell as 
the most important Facts by themselves can throw little light 
on economic life and therefore, have to be organised to have 
any significance To illustrate this pomt Hicts uses the analogy 
of a heap of stones which can no more be a building than a 
mass of facts be a science or knowledge Therefore, the exis 
tence and organisation of facts would presuppose their ac- 
quisition In the process of getting facts several methods may 
be employed One such method used to obtam facts about 
economic life is that of personal interviews Iri this, however, 
nght information may not be forthcoming as the person inter 
viewed might fad to ansttw questions asked, in a precise 
manner Therefore, this way of getting facts may be wanting 
in precision An improvement on the method of mterview is 
the method of questionnaire Even then, there may be short 
comings in this method as all persons answering die ques 
tioananc may not answer adequately Answers may vary 
from individual to individual Some may take the questions 
seriously and some may take them lightly But on the whole 
dcBciencies of some may be made up by othen so that m the 

•* Somt Frame^vork.J R Htefcs Oi 1. 1952 
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end the infonnation may not be wholly useless, je, to say, 
questionnaires may gam impmtant data in spue of the defects 
inherent in the method Tliis method is being used incrcas 
ingly and the public, getting more and more used to question 
naires circulated by offiaal and non financial bodies, is res 
ponding well to the attempts made to gam infonnation The 
government, thus, submits income lax returns containing 
questionnaires on various aspects of a person’s economic 
position Less frequently, the State collects census about 
population Taking advantage of the familiarity of the 
pubbc with such official questionnaires, private organisa- 
tions like ujuversities and research bodies also, from time to 
time persuade the public to furnish information But this 
method being expensive, although more effective than the 
method of interviewing may be beyond the means of pnvate 
bodies Hence, this device ts often adopted to supplement 
other means of information Data may be collected for various 
purposes both offiaally and noo-officially and published so 
that the economist may draw on these data Officially once 
in ten years the census of population is taken and reported 
which ^ows light on the size of the population, its composi- 
tion the oarure of occupations, the level of incomes, the size 
of families and the like Further, at different stages between 
any two censuses the Slate might gather facts about the 
population and pubbsh them penodically Every quarter, 
the Registrar of Births and Deaths publishes data regarding 
popuIauoQ so that at regular intervals the various trends m 
population may be known To the economist the census is a 
mine of information on vanoos questions Similarly the 
volume of imports and exports made known through official 
organs can also help the economist The budget is yet another 
source of useful information provided annually through the 
press lu the snhere of industry, likewise, censuses of produc- 
tion may be taken regarding the number of workers m differ 
ent industries wage rates inechaaical equipment, volume of 
production etc Such censuses were taken in Britain in 1907, 
WIS W7 i 4 Tlw. tbA iTid'£fi,'iry vs 

thus assessed periodically yiddujg useful roatenal In addition 
to these sources one might get similar information from the 
publications of trade unions, once again giving wages employ- 
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meat, equipment and so on . business houses such as ]omt 
stock firms, banks and others are all m the habit of publish 
mg balance sheets for the b^zefit of share holders winch can 
be of value to the research worker Economic journals regu 
larly publish information about transactions on the stock 
exchange, commodity prices, index numbers, etc From these 
vanous sources which are mainly unofficial, a wealth of 
information is available, ail of which may cot be relevant to 
the economist working on certain specific problems but some of 
It IS sure to be of interest V/hcre be cannot obtain what he 
wants from these, he has to undertake investigations on his own 
account by means of interviews and questionnaires With the 
help of the uifonaation thus obtained the economist has to set 
about organismg this information m order to mterpret and 
arrive at conclusions and mfetences One might distinguish 
four distinct phases or stages in this process which are not 
mutually independent but closely mterrelated. le, a problem 
under study or mvestigation involves four different stages in 
the process The first stage is represented by reasonmg or 
theorising m the course of which the theonst poses questions 
to which he seeks answers from the mfonnation got The 
quesiiocs nay be derived from vanous assumptions which 
form the basis for reasoning, i e , to make this acquisition of 
facts purposeful, the lovestigalor roust get those facts m the 
fight of the questions raised If not, the facts themselves . may 
be unwieldy and cannot be properly used. 

In the Second stage, called economic statistics by Prof 
Hicks, the facts are sorted out, classified and used according 
to Iheir relevance to the queslions on hand This stage is called 
econoimc statistics not m the sense of facts and figures 
collected statistically but that the statistical information is so 
handled as to yield expected results 

In the third stage, which is an extension of tbs second and 
therefore covered by what is called economic statistics to fill 
up gaps m the existing knowdedee or data, the investigator 
may have to resort to conjecture or guess Work Finally, to 
the last stage called applied or desenpuve economics, solutions 
to the problems raised in the first stase are disrovered and 
theones fonnulated on assumptions confirmed or disproved 
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LTCTURES OV AD\ANCED ECONOMIC TIIIORY 
k CRITICAL ESHMATI OF AARIOUS DEFINITIONS 


Wfi shall discuss the critical esumate ot Prof Fraser of the 
differeot definitions formulated since the time of classical eco 
nomists 

The vanous definitions found in economic literature maj be 
put under two categories (i) That which connects econoinics 
with wealth or welfare and (ii) that which connects it with 
scarcit) For the sake of convenience we shall call it wealtn or 
welfare definitions A type definitions and scarcity definitions 
B type definitic-ns Typical ol A type defixwuoas is the one 
giien by J M. Keynes According to Keynes, ‘Economics or 
political economy is the science which treats of the pheno 
mena. arising out of the economic activities of men in society ” 
On analysis of this definition it is seen to contain the follow* 
mg elements The term science is ambiguous in general It 
may mean any systematic body of knowledge or more accu* 
ratdy a science may be a study atiemptmg to build a body 
of knowledge The meaning of science may be limited in two 
ways (0 A science may be confin^l to the study of what is 
as opposed to what ought to be, 00 the term may be applied 
to knowledge built up for its own sake as opposed to Imow 
ledge acquired for its practical usefulness The first limitation 
IS based on the difference between a positive science and a 
normative science and the second on the difference beiw^ 
3 pure or theoretical science and an applied science In the 
light of this a systematic body of knowledge studying v/hat 
is and built up for its own sake may be called a science In 
^the definition of Keynes, however, we might understand eco- 
I nomics to mean a science concerned with the idea of what 
j ought to be and a science aiming at practical utility The 
phrase economic activities’ n> the definiUoTi has a two-fold 
meaning (1) It may be interpreted to denote activities leadmc to 
an increase in wealth Hence the science of economics studies 
the acquisition and production of wealth (2) The phrase may 
refer to certain kinds of human behaviour, i e . that which 
would result in wealth Behaviour that does not lead 
to increase in wealth is not the subject matter of economics 
The phrase ‘in soaety’ in the definition raises further issues 
»* Economic Thought and Language, I~ M Fraser, Ch II, 1947 
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regarding the scope of economics Whether it is limited to the 
study of Society or to sunpler systems like isolated econo- 
mics Other definitions, essentially on the same pattern, are 
those of Marshall, Adam Smith. Sidgewick, J B Clark. 
Nicholson and others Marshall’s definition was that it “stu 
dies mankind m the ordinary business of life and it was a 
part of the study of man” To Adam Smith the subject of 
“political economy vzs the nature and causes of wealth of 
naiiom ” Sidgewick. Clark and Nicholson regarded economics 
as the study of consumption, production, exchange and distn- 
bution of wealth The crucial word «n all A type definitions 
IS svealth — -wealth m us economic sense connotmg all material 
and exchangeable meams of satisfying human needs. There- 
fore. economics treats of their production and appropriation 
Again economics may be a study of the economic system or 
the economy in tbe sense of the economic organisation, 
designed to produce and distnbute wealth In another sense 
economics may be regarded not so much as a study of the 
matena! means of satisfying ntmts but a study of the satis 
facQons themselves, because wealth ministers to social well- 
bemg or welfare From this pouu of view, the emphasis 
may be shifted from wealth to welfare so that economics may 
be desenbed as tbe study of the w-elfare which wealdi pro- 
motes Prof Canaan’s definition is on these lines Economics 
has to do ivith tbe more material side of human happiness 
or material welfare The A type definitions suffer from two 
difficulties The first one anses from tbe association of econo- 
mics with the matenahst Tbe defimbons based upon the con 
cept of wxalth are in lenns of material goods Even if the 
science is a study of tbe economic system, it suggests a mecha- 
nism meant to produce, transport and exchange concrete 
goods A distinction between the material and the jmmatenal 
may be made but the economist finds the distinction difficult 
to maintain The economist is concerned with things in so 
far as they c^n satisfy human wants But human wants may 
be satisfied in different ways One may be based on matenal 
means and the other on non matenal means for instance, 
to tan one’s skin one might expose oneself to the rajs of tbe 
sun or use an clecincal apparatus givmg out ultra violet rays 
The same want may be met in either o^ the two ways 
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SO that when it is met by mateml goods, it would come 
within the scope of econonucs but if it is met otherwise it 
will be outside the scope of economics But since the want is 
satisfied either way the means of satisfying by the matenal or 
immaterial must be regarded as wealth In this case the tune 
and trouble involved in silttng m the sun and the electrical 
apparatus are equally wealth Where to draw the Im ^Jjetween 
the mate nal an d immaterial in defi ne the scoD e_pf econo- 
mics'^ Much of our activi^ meant to create wealth and, 
tEerefore welfare may be negative rather than positive In 
other words one might increase welfare not by reducing but 
by destroying things that are harmful for instance, by clear 
ing weeds, the farmer increases his output and, therefore, en 
joys greater wealth Can such activities which result in wel- 
fare be regarded as noo-economic'’ Since they promote welfare 
without, however, adding to the stock of wealth, they are as 
much economic as activities which are positive m the sense 
that they produce goods Due to this difficulty economists 
have left the purely matenal sphere and conceive of produc- 
tion as the creation of utility which is imma terial and not $0 
much the creation of matenal objects For the same reason 
economic theory today rejeas the traditional distinc- 
tion made between productive and unproductive labour 
Productive labour today is anything which might produce 
utility and value 

In the face of these considerations the A type definitions 
have to be modified because they are not m harmony with 
the practice of economists One way of recasting the A type 
definiticms is by redefining wealth so that it may be free from 
all matenal implications By so doing the scope of wealth 
will be widened to include the matenal as well as the imma 
tenal Then wealth would cover concrete resources as well 
as time and energy all of which artf useful and scarce in rela- 
tion to wants Stnctly speaking, wealth is understood to mean 
goods which are transferable but although our energies are 
not transferable they can, however, be hired out as one sells 
his labour to an employer Finally, economics is related to 
welfare instead of wealth Even then the enterjon to judge 
welfare must be changed Welfare is not restneted to what is 
produced by material means but welfare in general which 
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can be measured in terms of money Hus will bnng 
It in Ime with the conception of Prof Pigou. viz 
that economic welfare is that which can be brought 
directly or indireciJy into relationship with the measur 
mg rod of money 

At the outset, it was pomted out that, generally, m the A 
type definitions there were certain defects Economics is asso- 
ciated with a certain department of human behaviour This 
would imply that human behaviour could be classified mto 
economic behaviour and non-cconomic behaviour In other 
words, from this point of view, people may be said to behave 
economically and non-economically But to distinguish bet- 
ween what IS economic and what is not is a difficult ques 
tioQ . e g , a businessman say a stock broker may play a 
game of golf after his business hours Apparently, his busmess 
activity would fall into the economic category and his play 
mto the non-econocDic because his activity m business yielcb 
an income while his acuviQr in play will not But the distinc- 
boa breaks down on closer observahoa. It may be said that 
the businessman mi^ht enjoy his work and agam, his game of 
golf might contribute to his business efficiency and indirectly 
add to bis income so that it is difficult to separate the effects 
of the two kinds of activity 

Further, not only his playing golf but also his sleep, taking 
a holiday and relaxing otherwise might all promote his effi- 
ciency and thereby increase his income PracbcaUy every 
activity of the businessman may have a remote bearing on his 
abili^ to earn so that all his achviUes may be said to have 
an economic aspect. Therefore, it will be seen that a clear 
cut disUoction between what is economic and what is non 
economic is hard to make One may. however, evade this con 
elusion by making a disUnctioa m the scope of economics in 
pnnaple and practice Thus, in pnnciple, economics may be 
connected with different spheres of human behaviour, that is to 
say, oirferent lands ot* beflaviour may 6e reibvant ib ifie pro- 
duction of wealth In practice, economics is concerned only 
with behaviour directly connected with the production of/ 
wealth Thus, the economist can study the principles govern' 
mg stock exchanges or the organisation of an industry in 
<ome detail while neglecting the psjchologjca! or physical 
3 
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effects of a game of golf or some other acuvity, only remotely 
ccncenied with ecoDomiC life By takmg this view, we may, 
however, admit that there is no precise boundary separating 
economics and other human studies le, potenually. the eco- 
nomist must be interested in various aspects of hu man be- 
jhaviour From the point of view of the A type definitions, 
leconomics, therefore, is closely alhed to other social sciences 
land cannot be distmguished very clearly from them Again, 
to use the same example of the stock broker, suppose m order 
to enjoy leisure, be has to sacnfice some of his business and 
the income from it, assuming, for a moment, that his leisure 
spent in playing has no effect on his efficiency, but is enjoyed 
for Its own sake The businessmaii will be faced with two 
alternatives vit, business or work and leisure, the former 
yielding an additional income and the latter yielding pleasure 
The former, therefore, is regarded as economic m character and 
the latter, as non-economic The alternatives between which 
he has to make a choice will involve the economising or the 
wasting of his resources his resources being in this case, time 
and energy If he makes a right choice between the aliema 
fives and gams a larger measure of satisfaction he will be 
economising his resources and if be makes n wrong choice 
and gets a smaller measure of satisfaction be will be wastmg 
his resources This ts parallel to the aliematives open to a 
businessman When investing his capital, be might either invest 
it in improving his plant or in advertising Once again, the use 
of his capital may be ngbt or wrong rcsultmg in economy or 
waste The A type defimtion refuses to recognise the problem 
of the stockbroker because the choice lies between work and 
play It would recogmsc only the problem of tlte manufac- 
turer having a choice between improving his plant and ad 
vertismg This is because in the case of the stock broker, the 
choice IS between an alternative which will mcrcase his income 
and an alternative which docs not But. m the case of the 
businessman both alternatives may result m the increase "of 
his income but one alternative may result m greater income 
than the other TIlls wouhl implty that 'Khatt. ch/a’/tt'a 
between the economic and the non-cConomic, the problem lies 
half inside and half outside the scope of economics This 
difficulty IS treated differently by different economists Some 
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take It lichtJy. re-^ardzog choices bstweeu work and play, bun- 
cess, work or religion as probJetns of life as a whole and not 
of economics, solely, where the choice is between such alter 
natives, the problem of economising scarce resources to satisfy 
different ends is not relevant lo economics Only choices within 
the sphere o' industry or business imolviag different allema- 
lives will be relevant to ecoaonwes This is the stand taken, 
by Prof Cannan On the other hand olhers have taken this* 
question more senously To them an economic problem exists 
whenever means are scarce and have to be economised. If 
choices relevant to economics were confined to business or 
industrial fields, the scope of economics w^l] be restneted. The 
A type definitions by thus nstxKtmg the scope of the science, 
are found to be inadequate Hence a new defimtiOT with 
wider scope, covenng aD manner of dioices. is found neces- 
sary This IS the view of IVof Robbias 
We may summarise the cbaractensiies of the A type defini- 
tions Fust of all, 10 the light of these definitions, economies is 
associated with a particubr depaitnsent of h uman activity 
S^ndJy. A type definitions mak^^o claim to a sctentifie 
status for ecopomists admit that econom ics cannot stncily be 
disong^bed fr om the oth er bi ancbes oi knowieijae. smdvm^ 
soma] life Finally. A type defininons make economics a posi 
Dve socDce rather than a nonnative one, economics being 


positive m the sense that it studies economic life as it is and it 
docs not study life as it ought to be This follows more or 
less from the fact that economics is not separated from other 
human studies Therefore, its field of mvestigation is not 
strictly what is ducctly relevant lo economic life 
Let us now pass on to the B type definibons which consti 
tute the second mam group The outstanding exponent of the 
B t>-pc of definition is Prof Robbins To his mind *he central 
problem with which economic saence is concerned is that of 
economy The question of eccnomismg ari-ies from certain 
fundamental facts m economic bfe Ends are many and means 
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nuc theory Hence the theoretical economist studies behaviour 
of people faced with mulUjJiaQr of ends and scarcity of 
means As a scientist the economist is not interested in the 
ends or means themselves In other words the nature of ends 
IS not the concent of the economist even so the character 
of means that is the economist does not worry about the 
different aspects of ends such as the moral aspect or ethical 
aspect 1 e he is not interested m good ends alone Therefore, 
be may be said to be neutral as regards the character of the 
ends Again he is equally unconcerned about th® nature of 
means satisfying ends Whether the means are material or im 
matenal he will be interested in them in so far ss they could 
satisfy any end Other economists who follow a similar line 
of thinking are Prof Phibp Wicksieeri of E n^yland and Von 
Mise s and Dr Stngl of Austria According to Prof Wickstecd 
•'Economics in its widest scope is a study of the general pun 
etptes of the admiai.stca.UQa, ot cesQutces and of tha ways in 
which waste arises lo such adaunistration ' 

According to Prof Mises the fundamental problem of eco- 
nomics is the disposal of resources or economising of resour 
ces This View is akin to that of Robbins Dr Stngl takes the 
same view of economic science and ^is has been translated 
in the following quotauons from Prof Frasers book Econo 
mic Thought and Language Chapter 2 Suppose ‘that an indi 
vidual has control over a set of resources which can be devot 
ed to the fulfilment of various ends Suppose that the ends 
have been arranged m a scale of descending importance the 
question just arises how docs this determine ihe ends to which 
the resources will m fact be devoted This is the question to 
which theoretical economists must find the answer The for- 
mula distribution of resources among given possible uses 
expresses the unifying principle of economic theory There 
fore once again due to these elements viz ends of varying 
importance and limited resources the problem of economis 
mg emerges Thus the central thesis of Dr Smgl is similar 
to that of the other B type defimbons All these economists 
who adopt the B type definitions regard economics as a 
science a science m the sense of a system of theoreticaT^d 
positive knowledge It is not merely a sjstematic body of 
knowledge i e economics is scientific not just because it has 
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been systematised but because /t is engage m seekiag truth 
for Its own salce It docs not discover truth for what it isf 
worth in practical life It seeks to know abouLreahty orsdsav 
a ctually exists rather than about what must cust ^en view' 
ed from these angles, much of the work done by economists 
seems to digress from the abovemesboned conditions neces- 
sary for economics to be scientific Very often, far from being 
pure or theoretical, it is applied in the sense that the know 
ledge of economics is employed in finding solutions to pro- 
blems of business and industry Further, to that extent 
economics becomes inferior to other exact sciences whichj 
have a standard by which measurements are possible 
Again, by bemg normative, economics involves per 
sonal opuuons of economists, opinions which are colour 
ed by personal tastes and prejudices, but a true science 
must be neutral between the tastes and the prepidices 
of the exponents of the science In applied economics, which 
may be assoaated with economic policy, there is a great deal 
of scope for diilerence of opinion but in theory unanimity of 
opinion may be expected If economics were to be pure and 
positive from the point of view of the exponents of the 
Austnan schools of thought, i e deductive defimtions. 
economics can be pure and positive by imdertakmg the study 
of the central theoretical problenl of economy Only by deal 
lOg with the problem of economising scarce means to satisfy 
ends can economics be neutrally saentific m the sense of its 
being neutral between the personal opinions of different ex 
ponents of the science Thereby, it win also achieve greater 
preasion and accuracy Therefore, the B type definitions are 
an improvemsat on the A type definitions which lack both 
accuracy and precision. 

^Vhile the A type defimtions classify human activities m(o 
separate departments, the ff type lay stress on a certain aspect 
of faumas activities or behawour. i e the aspect arising out of 
scarcity Scarcity is present u all parts of our hves, le not 
only za relation to mdustnal and commercial resources does 
scarcity exist but universally la relation to time, energy and 
other immaterial resources Hence, being concerned with scar 
City economics roust be mtei^ted in phenomena mvolvmg, 
scarcity 'From this point trf view one might say that econo^ 
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^t nics IS universal in its scop e Tbs economist must, therefore, 
"be concerned with the pnnctples governing choice, conse- 
quently on multiplicity of ends and scarcity of means But. 
this view IS criticised bj some on the ground that, by consi 
deruig scarcity as the cnienon. one should have to include in 
he field of econtnics all manner of problems which seem 
0 he well outside the realm of economics, as ^or instance, 
mvate problems of economising time and energy which seem 
0 be irrelevant to the economist To study the B type defini- 
tions more thoroughly, one might examine the implications of 
such definitions under three different heads Firstly, the for- 
mal charactenstics of the B type deftmtion as a definition 
Secondly, the formal characteristics of an economic theory as 
defined by the B type defirutions and thirdly, the content of 
economic theory so characterised Now, what are the charac 
tenstics of the B type definitions as a definition'^ In the 
first place the B type definitions differ essentially from the A 
type definitions which are formulated in terms of wealth or 
welfare The A type deSmuons approximate very nearly to 
the popular conception of the meaning of the word ‘economic* 
However, the exponents of the A type definitions have given 
some precision to what the ordinary man considers to be 
economic 

Secondly, the A type also conforms to the practice of the 
majority of economists both id the past and the present Due 
to the agreement between the economists’ conception and the 
popular conception of what the word economics means, the 
A type definitions may be described as real and not verbal 

Thirdly, the A type de fini tion is p ositive a nd not normati ve 
in the sense that it attempts to explain what the econormst 
stands for rather than what the economist wishes to under 
stand by the term ‘economic’ and ‘economics’ Thus by not 
laying down what economists ought to study and by denot- 
ing what they m practice study, the A type is positive On 
the other hand, under the B type dcfimtions the conception of 
the economist docs not correspond with the conception of the 
layman In fact the formtilatioii of the definition of economics 
based on the popular conception of economic and non-eco 
nomic IS liable to be unscientific For economics to be scienti 
fic, ibete must be a drvergeuce between what is popular and 
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T!.hat xs stncii} econom c, as •uBdsrstosd b) ihs stndmt of eco- 
nomics In other words, ths popular usage and connotation 
of the term ‘economics’ nia> mKiftid the economist in de% elop- 
ing a scientific defimtion. Economics as a science has a differ- 
ent significance from what it would lave as looselj understood ' 
by the layman. As such, there is a serbal element m the B 
t)-p5 dsfimuon which was notaMy absent m the ^4 type The 
supporters of the B typs desire that an economist, as a true 
saentiSL should confine himself to what Prof. Robbias called 
the ‘Central economic problem’ by eschewing all outljing 
fields "Sr&iow ledge which have no direct bearing on the cea 
tral economic problem because these branches of knowledge, 
such as psjchologi and ethics, are irrelevant to the central 
problem and are Iikel> to divert the aitenuon of the economist 
This view propounded b) Prof Robbms is more or less shared 
b) the other supporters of the 19 ijps defimuoas Bj Jinut 
tie area of study of the economist the B typs definition 
tends to be normative in so fax as it prescribes what ought to 
be the subjea of study of a tree economist From this 
It foUow-s that either the economist ooghi to be era- 
cemed onlj with distribjtion of scarce means among 
competiz^ gti dt or that an economist is one who studies 
this rroblem. Further, an economist can claim to be an ' 
economist only while be studies the problem of economy and 
in so far as be studies it This means that the moment he 
leaves the stnctly economic problem, he ceases to be a true 
economist For instance, supposing a professor of Economics 
undertakes in his leisure, inducuve, practical rcseaith on the 
marketing of milk in an urban area In the bght of the B type 
definitions what is the slams of the cccaomist'* Is he coacem- 
ed With the irrelevant"^ Will he be ccasidcred a true economist 
only if he takes up probl-ms of pricing as theoretical economic 
problems'' It is hard to answer these questions, faced with 
the self-contradictions found m the stand taken by Prof, Rob- 
bins 10 h.5 own book the hature and Sigrufjcance oj Econo- 
mic iirrenre Earher at one place. Prof. Robbms protests 
against the economist’s mterest m the irrelevant disciplmes 
other than what should stnctly be the subject of the pricing 
process la the same breath. later, he savs that be did not 
intend lo narrow down the speculate range of the economist 



40 LECTURES ON ADNA>JCED ECONOMIC 'niEORY 

but only intended to ensure a greato' accuracy in the mode of 
statement These two statements contradict each other Hence. 
It IS difficult to pronounce judgements about a professor of 
economics studying the marketing of imlk 
Jn the light of the defizution of a science par excellence the 
•^conception of economics according to the B type definition is 
characterised by the following qualities Economics is scienli 
fic It IS positive, studying as it does what is and not norma 
live m the sense of studymg what ought to be Further, it is 
a pure science seeking knowledge (or its own sake and not 
so much for its practical utility As such a divorce between 
theory and its applicauon is possible m the realm of econo- 
mics even as the study of physiology is distinct from the prac- 
tice of medicine and of physics from cngmoetmg Economics 
IS universal in scope and being saentific. it is neutral between 
the prejudices and tastes of different economists Regarding 
the status of economics as a science enjoying the above attn 
butes economists hold different opinions Broadly, we may 
note three separate points of view First of all these points 
of view depend upon the temperament of different economist 
le their attitude to the science JTo those economists who 
value abstract theoretical knowledge for its own sake, for the 
intellectual satisfaction which such knowledge gives to the 
student, economics as a pure and positive science occupies a 
place of honour among sciences 
Secondly those who consider the practical side of economic 
science do not consider economics which is pure and positive 
as significant T o the m the significance of the science lies in 
Its usef ulness T hey regard economic analysts as a tool or 
means of economic policy The construction of the tool and its 
nature are of lesser importance Like doctors studying physio- 
logy not for Its own sake but to fight disease, and navigators 
or sailors studying astronomy to steer vessels or ships in the 
right course these economists value economics not for the 
theoreucal knowledge embodied in it but rather for its fruit 
bearing aspect that is it is as an applied science that econo- 
mics nses in ihe estimation of these economists 
-- Thirdly there are those who recognise the importance of 
theory as well as the application of economic science In that 
case they would not disapprove of the advisory capacity of the 
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economist since the ntib^ ol economics depends upon the 
relationship of economic theory to policy Hus, side by side, 
there are different points of view on this question of the nature 
and” sigmficsince of economic theory He first school of 
thought IS not necessanly supenor to others le the view 
that being pure and positive economics is truly sacntjflc It 
IS not accepted as noted above Here arc those who value 
economics more for what it is worth in practice than m the 
realm of abstract knowledge In the first of these opimons we 
meet with certain inherent difficulties le if we treat econo- 
mics as a positive science, it should be free from all normative 
dements How far can normative elements be excluded from 
economic theory? Econoouc theory consists of a body of uni 
versal judgements le generalisations regarding economic life 
and behaviour Quite conceivably such judgements or gene 
rahsations may contam normative elements r to that extent eco- 
nomic theory will be found wanting m view of the fact that it 
can be scientific only i( it were positive, eg the Law of 
Equimarginal Utihty is said to govern the distribution of le 
sources in the most economica) way 'Bconomicar here would 
imply rattoaal distnbutioa of resources He law takes for 
granted that in distnbutmg limited resources among competing 
ends, people arc rational but it docs not imply by any means 
that people do act rationally or econoimcally m satisfymg 
their wants If they are irrational t e uneconomical, they satisfy 
less important wants at the expense of more important ones 
so that they do not maxumsc their satisfaction which a given 
set of resources can yield Here is a normative imphcation 
m the Law of Equimargmal Utility when economical bcbavi 
our IS identical with rational behaviour Economical behavi 
our IS the right kind of behaviour m as much as it maximises 
utility from given rcsouices By misusing the resources i e . cot 
equalising marginal utilities from different wants the indivi 
dual from an economic point of view, is acting wrongly There- 
4010 ^ Jhr cwRarptiuir oi' imtinca' Jeihtviuur Jeuig' camuimtaa* 
behaviour imphes that irrational behaviour will be unecono- 
mical and therefore to emplc^ resources to maximum advantage 
one should be ranoDal m order to be economical , if not he 
would be uneconomical In such judgements the distmcUoa 
between correct and incorrect economic behaviour cannot be 
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escaped Hence, norroat we dements cr ee p into e coaomic 
theory Fu rther, in theorising and arguing the chain of argu 
merit or reasoning may contain elements that are normative 
in character e g one may arrive at certain conclusions from 
given premises following argument may be taken 

to illustrate the presence of normative elements The best way 
of raising incomes is by raising productivity Technical impro- 
vements can raise productivity Trade umoos want to improve 
the standards of life of their members by raising their incomes 
Hence, Trade Unions ought not to resist techmcal improve 
ments In this conclusion or judgcmwit based on the above 
chain of reasoning there is implied what Trade Unions must 
or must not do In other words, how should they choose 
between alternatives’’ Obviously, m making choices one should 
be rational i e , one should choose nghtly or with the know 
ledge of what is good In (his, therefore, the normative ele- 
Iioems are very much m evidence Under these circumstaoces, 
/if normative elements cannot be excluded, why should econo* 
'mic theory be positive jn order to be scientific’ 

In our discussion regarding the B type definition, the third 
question involved is the content of economic theory In the 
light of the B type definitions, what are the economic problems 
that economic theory can cover’’ Obviously, if we accept the 
thesis contained in the B type definiiion economic theory 
should include the problem of distiibuting.icatEa-means among 
compctmg ends and thus it leads to other prob lems of econo- 
mic life wluch fall outside economic theory One of these 
problems over which there is controversy is the problem of 
welfare economics which covers welfare problems, welfare 
investigations and the like Can these problems be related to 
the question of the use of resources in satisfying ends’’ Prof 
Robbins thinks that welfare investigations are outside the 
scope of a truly scientific economist Prof Fraser disagrees 
with this view To him welfare economics ts as scientific as 
pure economics, especially, economics of welfare as studied by 
Prof Pigou Prof Pigou in hjs work examines the relationship 
’odtween 'fne ewmtrrmc nfiM'ta.T s rfi "crfflvrirtKfis uni fnose tft tne 
society of which they are members and he further examines 
how fat the economic interests of individuals are consistent 
with those of society Can social welfare be promoted through 
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individual welfare'’ The theory of welfare econo mics is no 
less scientific than salue economics Thus, according to the 
theory of value choices ought to be rationalised and according 
to the theor) of welfare economic welfare ought to be 
maximised 

Sccondlj, value theory examines the theoretical consequen 
ces flowing from rational choice The theory of welfare econo 
mics exammes the theoretical conditions necessary for 
''miximum welfare with given resources Further, m value 
theory one drawback is how to determme rational choices m 
welfare theory The corresponding difficult) is the detennma 
tion of maximum welfare Thus, there is a parallelism between 
value econotmcs and welfare economics Apparentlj, there is 
one pomt of difference between the two . in value theory some- 
times the assumption is made that choices are rational but m 
welfare theory no assumption can be made tliat welfare to 
society IS maximum Therefore, if welfare is sot maximum. 
Jt ought to be maximised This would imply a normative 
judgement which is obvious lo value theory by assumption 
choice IS nuooal and consequently it is not necessaty to say 
that It ought to be rational, but if we grant that choice is often 
irrational, then one should have to say that it ought to be 
rational — as a matter of fact people do make mistakes m 
choosmg between alternatives Owing to the assumption of 
rational choice made by certain economists the normative 
element is not evident but concealed Thus, even here, on 
closer examination, the difference between the ihcorj of value 
and the theory of welfare economics breaks down If, there- 
fore. welfare economics and value economics have so much 
m common, it docs not stand to reason that value theory 
should be treated as scientific and welfare theory as unscienti 
fic Therefore, if welfare ecoconucs can be scientific, there is 
no reason to exclude it from the content of economic theory 
Summing up. the mam features of the B t>pe definitions are 
that a fiiftriKfs ft? muiu ccoflomic scnmcir fiwrtrfrcaf and posr 
tive so that the content of economics does not agree with 
popular speech ; rather, the content of economic theory is 
determmed by what the science is expected to study The B 
type possesses precision and accuracy which are both absent m 
the A tjpe With the B type one could readily decide whether 
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a given pioWem was economic or otherwise The B type is 
abstract being concerned with a certain aspect of human life 
as opposed to a department of economic life It is also abs 
tract m the sense of being theoretical, positive and •universal 
It IS ambiguous It may be ondcKtood to presenbe formal 
rules which economists ought to follow in studying pheno- 
mena or it may be understood to denote merely what part of 
an economist’s work is generally economic and what is not 
Another issue closely related to the definition and scope 
of economics is the question of the applicability of economics 
Is It a purely social science concerned with phenomena m an 
mdividuabst economy or can it cover other kinds of economy 
like the isolated economy or a communist society, a slave 
community or a medieval economy and so on’’ An indivi 
dualist economy or community may be described as an eco- 
nomic order in which individuals have freedom of choice, in 
the sense of their being able to choose between commodities, 
and freedom of enterprise m the sense of tbeir being able to 
choose bemees occupations Such economies which are idea 
tical with capitalist states of the past and present are based 
on the mechaiusm of price which harmonises the decisions 
of individuals as producers and consumers and, thereby 
governs the dismbution of resources among various ends It is 
the pricing system which brings about an cquihbnum between 
total demand and total supply When supp]> is abundant, 
pnee falls and expands demand to bring it into level with the 
eiusting supply , siimlarly, m the bbour market where labour 
IS scarce wages nse and attract more labour into the occupa- 
tions Again when the supply of a good or commodity is 
scarce the nse in price causes a contraction m demand, ad 
justing the demand to the supply In overstaffed occupations 
wages tend to be low thereby discouraging fresh entrants 
Thus the price mechanism is the fundamental basis of an 
individualist economy In that case if economics is a study 
of individualist economy it should necessarily mean that it 
IS a study of price mechanism or the study of production and 
consumption of wealfn under fhe contro'l ol prices 'However, 
one may treat this view as a third definiuon of economics 
distinct from the A and the B types or one may treat it as 
Just a vanaut of either types, a form of the A type and the 
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B type definitions In the latter case, i e treating it as a van 
ant q{ A ot B if it is included onder A, we may define econo- 
niics as a study of production and distribution of wealth m 
an individualist economy If we include it under the B type. 
It would be described as a stody of the distribution of scarce 
means or resources among oompetmg ends m an mdividuahst 
economy What arc the issacs between those who limit the 
science to individuabsi economics and those who regard eco- 
nomics as applicable to economies other than individualistic 
economies’ One may approach the question from two angles 
Firstly. IS any useful purpose served if the economist goes be- 
yond individualist economy. will the community or societ> 
benefit by such wider studies of the economist by throwing 
light on practical problems? 

Secondly, is it beneficial to the ewnomist himself’ Will he 
be able to understand problems of a pnee economy or an 
individualist economy better by enlarging the field of his 
mvcstigations’ The answers to these questions may be given 
below 

There is a common economic problem m all economic 
systems, individualist and others viz. of economising 
scarce resources The problem of economy m the context of 
freedom of choice and of enterprise and the mechanism of 
price lends itself to an elaborate scieatific treatment In other 
s) stems like the Crusoe economy and a communist soaety 
choice IS simpler being based on one individual, the isolated 
individual m the isolated economy, and the economic dictator 
in a planned economy, so that the distribution of resources is 
comparatively easier and simpler than in a capitalist society 

In the capitalist economy where choice is decentralised so 
that individuals as producers and consumers make economic 
deosioas, choice becomes complex and the mteractions of indi 
vidual choices become complex so that they constitute a fit 
subject for formal scientific trcairacni by economsis Further, 
although economic analysis may have maxusam. relevance 
under the price system, the study of other kinds of economy, 
especially the isolated economy, may be useful for illustrative 
purposes The study of the isolated economy may form a 
prelude to the study of an exchange economy under a price 
mechanism As regards the question whether the economist 
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stands to gam m learning about the organisation and woik- 
ing of a pnce system by first learning about simpler economies 
like a Crusoe economy, it raises a controversy Some econo 
mists believe that as a prelmmiaty step to the study of the 
pnce system the study of an isolated individual will be help- 
ful This IS the opinion of Prof Cannan Gustav Cassel, on 
the other hand, holds that such simple analysis preceding a 
more complex analysis can serve no purpose We might say, 
therefore that tbe method of approach is a matter of indi 
\idual temperament Some prefer to proceed from tbe simple 
to the more complex, from an isolated economy to an 
exchange economy or from a barter to a money economy 
Others like the direct method and take up the complex sys 
lem without studying first a simpler system 

Another question that arises is whether an analysis of eco- 
nomies other than individualist ecoooinies forms a pari of 
economic theory or docs it he outside it? This is a verbal 
matter Sometimes a dtstincDon is made between tbe broader 
field of theoretical economics and the narrower field of pnce 
economics or the study of paces under capitalism If we 
choose to call the entire realm of economic studies by the 
name economic theory, the study of the pace system may be 
called the science of prices Tlien in tbe broader field of 
theoretical economics we should include not only the indivi 
dualist exchange economy but also other economies Thus, 
even choices made outside the pnce system may be studied 
by the theoretical economist 



Pm T\No 


THE THEORY OF CONSUMPTION 



50 LECTURES ON ADVANCED ECONOMIC THEORY 

more, he can invest m Afferent assets Thus, these decisions 
are all interdependent They are dependent on each other and 
act and react on each other Pnvate decisions are difficult to 
predict because one cannot forecast how an individual would 
behave Economic decisions imply, further, that at a given tune 
there is a fixed total , for instance, a fixed income to be spent 
or saved However, over a period of time, the total may vary 
Thus incomes may mcrease enabling earners to spend or save 
more A second implicatioo of economic decisions, whether 
pnvate or business, is that they involve deliberation i e care 
ful reflection about different alternatives Normally, pnvate 
decisions may also be irrational They may be impulsive 
Or the result of habit Consequently, pnvate decisions are not 
amenable to prediction However, they have economic signifi 
cance and affect economic life Decisions to spend more 
or save more uould affect the supply of goods and capital 
Such decisions are reflected in the pnees of commodities ta 
the market and the rate of interest Affecting as they do 
economic life, they have economic sigsificanee When, bow 
ever pnvate decisions do not affect economic hfe, they are 
merely choices without any economic significance For example, 
m which direction to take a walk is a choice between altema 
tives without anv economic tiDportance But, if one should 
choose to go to a theatre rather than take a walk, his choice 
will affect economic life as there is a greater demand for 
theatre tickets If a doctor chooses to work in his clinic 
instead of taking more leisure, his income will increase and 
hence his decision has an ccodohic significance In a sense 
economic decisions of pnvate individuals are to be judged by 
their effect on economic life and such effects arc measured 
in terms of money For example, the decision to visit the 
theatre will increase the income of the theatre-owner Even 
so, the decision to work longer hours will increase the income 
of the doctor As against pnvate decisions in economic life, 
there are business decisions, made by business firms These 
relate to alternatives open to businessmen where to produce, 
W’ijr iWA’ihaJf A? tfiBptoy; Jhsw Ar fibcuftr resotmars' amf cfe 
rest Once again, such decisions would imply limited resources 
and deliberate choice Compared to pnvate decisions, business 
decisions are easier to predict assuming that businessmen 
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generally aim at maxmusmg profits under given cxjnditjocs 
Only certam alternatives can maximise profits so that 
studying objective conditions under which a firm operates, 
one might venture to forecast what decision the firm would 
make, and yet, even then, such predictions may be falsified 
due to the subjective element Even in business decisions, very 
often, the conduct of businessmen is coloured by their pre- 
judices and outlook They may be pessimistic or optimistic, 
timid or venturesome Bat. bosmessmen seekmg maximum 
profits may be expected to act in certam ways T heir dec i 
sions. th erefore, are covemed by extern ^ conditions and cy 
c umstances wH3^ decisions of pnva te mdm duals. subiect mim h 
more to impulse and emotion, custo m and co nventi on, are mo re 
a^traiy The commudrty~at large is agam faced with different 
alternatives, in using its resources It has to decide whether to 
produce for the present or the future Thus, choice as an econo- 
mic decision is mvolved at different levels m the economy But. 
choices made by mdividuals or firms or the community all in 
volve alternative ends against limited means, entailing economy 

It consumer’s sovereignty 

Next, we must examine the concept of Consumer’s Sover 
eignty or the sovereignty of the consumer under capitalism 
because it is imder capitabsm^ that the institution of freedom 
of choice exists unresincted Coosumers in a capitabst soae^ 
enjoy liberty in the matter of consumption They can dispose 
of ihcir income as they please, complying, however, with the 
law of the State The consumer can spend or save or 
hoard or invest or give away m chanty his mon^ or income 
and yet the freedom of the consumer is not unqualified The 
freedom of the consumer is bmited in many ways An inherent 
limitation may be due to the very size of his income A low 
income would confer limited powers of consumption. The 
Stale again may come in his way so that limitations of %an 
cus kinds might reduce one’s freedom of choice But. allow 
mg for such hmitations, ‘the consumer,’ it is said, *is king 
under capitabsm ’ In what sense does he enjoy freedom in the 
consumption of wealth? 

*Ibid 
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Asy economic societj. capitalist or socialist, that is. un 
planned or planned scdcs to dispose of resources with a view 
to produce goods and satisfy wants In a capitalist economy 
the disposal of resources is governed by the consumer’s choice 
In such a society, wherein the mechanism of pnce operates 
in the market production of wealth and its consumption are 
both determined through the market mechanism Producers 
aim at maximum profits and consumers at maximum satis- 
faction of wants The interests of both producers and consu 
mers are interdependent Producers produce goods for which 
demand exists and thereby earn profits TTie demand for goods 
IS reflected in the behaviour of pnees in the market Pnees 
are an index of consumers’ preferences Therefore, producers 
are guided by pnees m discovcru^ what the consumers want 
It IS m their interest to produce those goods for which there 
is demand m the market Through the medium of pnees, pro- 
ducers and consumers seek to achieve tbeir aims 

The close connection between consumers' interest and pro- 
duceis* interest would be mote evident if producers and con 
sumecs were in direct conuct (bat is to say. if production 
were based on the orders of ibe consumers rather than if 
production were in anticipation of demand If demand 
were to precede production and supply of goods, 
consumers would first place orders with retailers, 
the retailers in theu turn, would place orders with the 
wholesalers and the wholesalen with the producers and so on 
Howeier, under modem conditions with temtonal division of 
labour, international trade, and world markets, production 
IS m antiapation of demand But. the basic fact is not altered 
m asmuch as producers act on their anticipation of consu 
tners’ demands U their expectations should be correct they 
gam Otherwise, they lose and bnng their plans of production 
more into line with consumers’ needs Thus, it is observed 
that production in the modem world is controlled by-demgnd 
or anticipated demand Under capitalism it is governed by the 
individual choice of consiMBcrs and therefore the valuation 
of consumers while m a planned system or la an economic 
dictatorship, it is governed by the choice of the planning 
authority or the economic dictator and hence bv the valuation 
of the dictator 
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Thus, the consumer in a capitalist soacty is powerful and 
dclcnmncs how resources are to be emplojed, le what goods 
are to be produced Nevcnhelcss, he is subject to vanous 
restnetjons in exercising this power The scarcity of resources 
restncis both the size and the composition of goods, le the 
use of resources involves choice between alternatives and 
opportunity costs or the production of certain goods will 
involve the lack of others The purchasing power of the con 
Sumer, together with the scaraty of resources, limits the 
range of goods which he could consume The limited purchas 
mg power of the consumer hinders the consumer from exer- 
cising this freedom of choice The state of technical knowledge 
at any given time further imposes limitations on the satisfac- 
tion of consumers With a given state of technology or know 
ledge the consumer must be content with whatever goods arc 
produced In other words, he cannot aspire to have improved 
goods without an improvement m knowledge The con 
Sumer's wish for noiseless trains may be unfulfilled since 
technology u not sufEcieotly advanced to provide them 
However, the existence of a desire for noiseless trains may 
cause the invention of such trams so that, eventually, such a 
hrmtation on consumers’ choice may be removed Frequently, 
(he State, m the interests of the public, may curb the liberty 
of the consumer Sale of goods such as noxious drugs, injun 
ous to public health, like opium, may be restricted or the 
production and sale of alcoholic drinks may be prohibited, 
and to curtail tfie use of tobacco, it is taxed so that the free- 
dom of the individual in buying and using commodities is 
limited Taxation of income further reduces purchasing power 
and therefore, freedom of coosamption. 

The existence of monopoly constitutes vet another Iimita 
non on consumers’ sovereignty Under compeution the con- 
sumer enjoys extensive choice among producers while under 
monopoly there is little or no choice The consumer is 
at t6e mercy of the monopolist. The monopolist controls the 
supply and pnee of the article so that the consumer suffers 
due to the high price charged by monopolists, the purchas 
iflg .power of the consumer is lessenol and secondly, a high 
price of the monopolist presupposes a limited supply Hence, 
consumers in general may have less to buy at high pnees 
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Monopoly may wist not only m consumers’ goods but also in 
intennediate products and pt^ueers’ goods If monopoly exists 
m intermediate products or producers’ goods, the choice of 
manufacturers using such producer’s goods js restncted and 
consequently the supply of finished commodities available to 
the consumers is thereby limited Monopoly, at whatever 
stage m the process of production affects in the long 
run, freedom of choice of consumers Monopoly may exist 
even with regard to labour so that the supply of labour is 
controlled by powerful trade unions and therefore wages may 
become uneconomic from the point of view of manufacturers 
producing goods who use such labour 
Modem methods of advertisement and high pressure sales 
manship influence consumers and buyers m purchasing com 
modities The iudgement of consumers is to that extent not 
free It is constantly subject to advertisements of different 
manufacturers In a sense, therefore, the consumer, in chocs 
mg between goods, is affected by the effectiveness of the ad 
vertisement of a producer much more than his unbiased 
discretion This view may be refuted by pointing out that 
advertisements are universal Every pn^ucer producing a 
brand advertises bis wares The buyer is influenced 
equally by different bntflds of different manufacturers Ha 
must, choose between different allemalive brands or articles 
so that he does use his judgement Further standardised 
production, charactenslic of modem production of goods, 
makes for standardised products The individual taste of a 
consumer is not catered for To that extent m so far as the 
consumer has to buy what is offered and has no choice m the 
matter, his freedom of choice may be said to be restncted 
But, in another sense, this very standardisabon of production 
has led to cheap goods which have released purchasing power 
which the consumer could use to buy more goods and 
enjoy a higher standard of living However under c apitalism 
the consum er enj oys a great er measure of liberty cornered 
t oms counteTp^rt under a planned econ omy In^th e light~d f 
‘hifs, 'oi re •hioilt b fay. *h itf4 ^vmi ’tnriier 'ea nioJIr^ ^Hfe ■cuirsimrer 
d oeTn ot hav e absolute antTu nf esmeted fr eedom of choice, but 
only limited freedom of ctaMce. 
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Desirability of Consumer's Sovereignly 

How far is freedom of choice conducive to the mterests 
ot the individual himself, and to the intercats of society at 
large? Different opimons have been expressed on this matter 
In his book Economic Analysis and Policy, while discus- 
sing some of the disadvantages of perfect competition ProL 
Meads considers, mcidentally. dus aspect of consumer’s sove- 
reignty ^ Under perfect compcution, is the distribution of res 
ourcss perfect? If not, why not? One reason whj factors of 
production may not be employed to the maximum advantage 
may be because consumers fail to distribute their mcomes 
among different goods properly Consumers’ choices, m other 
words, are far from perfect. Consequently, the use of tesour 
CCS which is based on coasurocts’ choice must be imperfccL 
Although consumers have the Kbcriy to consume as they like, 
at tunes they may be ignorant of the right choice They 
need guidance either from the State or some other body. 
For example, a sick man cannot choose the drug for himself 
and, as such, be needs the assistance of a medical audioiity 
who has knowledge of drugs In this case it is obvious that 
the sickman would gam b> seeking the advice of a doctor 
However it may happen t^t the consumer imagines what is- 
best for him while, as a matter of fact, be may be doing harm 
to himself by his conduct In these circumstances, freedom of 
choice must be curbed The patient might underestimate 
the seriousness of his own malady and neglect his 
health Further, an mdmdual might be careless about the 
future and fail to provide against a possible contmgency In 
other words, he might not save against possible illn ess m 
future Therefore, generally, if people are given to spending 
oat enough on medical services or not savmg for the future, 
there is clear case for the State to mtervene, cither by sub- 
sidising medical services or fomng compulsory health insur 
ance on the public Similariy. the layman might not appre 
cafe the importance of generai education whife the public 
authority may have a keener appreciation of the importance 
of compulsory education If the citizen fails to educate his 
children, the State must make him do so Again, the average 
• Eeonomle Analyfu And FoIkt J E. Meade Part 2 Ch 3, 1950 
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mdiviaual might overestimale the advantage of a good, such 
as a drug Then the Slate is justified in limiting or prohibit 
tng Its consumption When the individual fails cither positi 
vely or negatively to make nght decisions, government 
interference by means of taxes prohibition, rationing, licens 
ing and subsidising will become necessary A more elTcctive 
way and one which would nnnimise such interference in con* 
sumption by the State is to reduce the ignorance of the con 
sumer where it is possible For example, a consumer may be 
Ignorant of the effects of using pasteunsed milk There may 
be misconceptions regarding pasteunsation Some may think 
4hat pasteurisation gives immunity against TB Others may 
think that u would take away immunity against rickets 
The public might be in the dark as regards the real effect 
produced by pasteunsation In deciding the question 
It would be best to put it before expert opinion and act upon 
the verdict given This shows that in technical matters the 
individual by himself cannot possibly make the nght choice 
In our example he cannot decide whether he may dnnk pas 
teunsed milk or he may not But otherwise, where the indivi 
dual can depend on his commonseose. it would not be proper 
to come in his way when be makes choices 
Another writer, Barbara Woouon^, has argued against this 
institution of freedom of choice la the modern world, chatac 
tensed by extensive competition m industry and trade, the 
consumer is faced with a bewildenng vanety of commodities 
which are substitutes Consequently, one may not be able to 
choose from such a range of goods She fuither argues against 
free consumption as most consumers lack even the minimum 
knowledge necessary for enbghtened choice She cites the 
example of a purchaser of jams Since the average puchaser 
may fail to discriminate between the commodity made of fruit 
and synthetic materials the choice between diffetent varieties 
of jam may often prove to be wrong Again the consumer of 
textile goods may fail to see the difference between the mate- 
rial which IS genuine and can last long and that which is 
api^omatly good Under (hesn cuKunj.sfcj.tinti m-iy 

lightly choose if he had at least enough knowledge of com 
modules Normally, an individual can at best choose 
‘ Lamem For Economics Barbara Wootton Ch S 1938 
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correcil), a few goods A book lover maj be said to 
posses* discnmiaation m the matter of books In regard to 
other goods, he may prove to be a poor judge It may be 
said that m order to make the tight choice, one should learn 
through experience, and cxpcnence should inevitably involve 
mistakes and errors of judgement To this Wootton replies 
that this would be an expensive way of learning In the pro- 
cess of leammg one might lojure oneself and, further, when 
consumers exccrose their choices wrongly, it would lead to the 
wrong distnbution of resources The individual as well as the 
commumtj might learn to make correct choices at the expense 
of their welfare How much better it would be, if imstakcs 
were pointed out and detected instead of pajing such a pnee 
For instance, a man may suffer by using a certain kind of 
food Although the suffering may be clearly attributed to the 
food, he would cot know where exactly the fault laj Prof 
Benham is of the view that the desirability of consumer’s 
sovereignty or otbeiwise ts a question which hes outside the 
scope of economics But others, socialists and exponents of 
planning in economic life, regard this issue as of paramount 
uaporunce because, generally speatang, consumers axe poor 
choosen They lack discnimnation. Curiously enough, they 
prefer ugly thmgs to beautiful ones, hannfu) goods to bene 
final ones, and display an amazing lack of good taste in the 
arts like literature, music and the rest Sometimes, they deli 
beraicly misuse their money, spending, for example, on dnnk 
instead of wholesome food Should not the consumer be 
guided and even forced to take what is of value and benefit 
to him? 

There is one school of thought which holds that in matters 
of tastes with regard to consumption of commodities, there 
must be freedom to the consumer The reason that is given 
for this is, unless the people have the chance to make choices 
how could they learn'’ Making choices might involve them m 
errors and mistakes, but such errors should be considered as 
a necessa’y evni and therefore inevitable But this is refuted 
on the ground that b> merely making mistakes m the process 
of choosing commodities one may not leant anything because 
one may not know where the mistake lies What is die jusufi 
cation for allowing people to make mistakes'* Unless there is 
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some knowledge, leclinical or otherwise, one may continue to 
make mistakes without leandng much There are further im 
plications in consumer’s sovecc^ty While granting this free- 
dom, It appears that the consumer is presumed to know best 
bow to choose Nobody else knows as well as the consumer 
what IS good for him It further means that although the con 
sumer may make a wrong choice, the satisfaction he gets 
from his freedom of choosing far outweighs the dissatisfaction 
due to the wrong choice Again, it implies that freedom of 
choice IS a necessary condition m a capitalist system for the 
distribution of resources This idea is contamed m the phrase 
“Ballot of the market place ’ used by Prof Mises It would 
imply that under freedom of choice the consumer determines, 
through his expenditure, the allocation of resources Each 
lime the consumer buys an article, it is like voting in favour 
of the supply and production of that article However, the 
concept itself has a philosophical aspect, i e what is the value 
which the consumer attaches to fre^om of choice compared 
to the value he would attach to the utility of the commodity? 
Would the consumer prefer this freedom which might entiul 
the consumption of the wrong commodity or the satisfaction 
gamed from the right commodity forced on him which would 
be at the expense of his liberty to choose? What would 
be the satisfaction that one might gam from poisoning oneself 
compared to the satisfacuon from good fo<^ given to luni 
without consulting his wishes? Ilus question is unanswerable 
as It involves subjective judgements The value attached to 
freedom of choice might vary from individual to individual so 
that X may prefer to choose for himself even the wrong 
commodity while Y might prefer the nght cominodity impos- 
ed on him at the cost of bis bberty to choose Another argu 
ment against consumer’s sovereignty is based on the distinction 
between desire and effeclwe demand Only when demand is 
effective it has economic significance . as such a demand would 
actively affect supply and thereby the allocation of resources 
Effective demand depends upon purchasing power and one 
•who has a ’larger measore jranAiasmg power wilfi afiect fne 
supply and use of resources more than one who has a smaller 
measure of it One with Rs 2 000/ will exercise ten 
times as much influence on tho market as one with Rs 200/ . 
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Since, under capitalism based oa private property, freedom of 
enterpnse, free competition and freedom of choice, inequality 
of income is inevitable, only by reducing such an incqualit> 
can purchasing power be more evenly distributed and with it 
the freedom of choice Otherwise, only those with money can 
cxccrCTse such a freedom of choice, while the poor may possess 
little or no freedom of choice In order to confer 
in a real sense such a freedom on society, the demand of 
everybody must be effective This could be done by disiribut 
mg wealth more equally Consumer’s sovereignty is further 
affected by such factors as custom and convention impulse 
and emotion, so that very seldom it is used with advantage 
or after due deliberation In short, co nsumer’s sovereignty is 
often j ni su5ed_m so fat as choice i T'Trrati^n^t -Thu«i con^ . 
mer‘8 cbQice_tea ds to be imperfect and the desirabdity of this 
los mution is^guesti^able ^ 

Consumer's Sovereigniy and Social Welfare 

Apart from these minor and less important aspects, the 
institution of consumer's sovereignty raises some fundamental 
issues Freedom of choice is expressed in the concept of con 
Sumer's sovereignty m a capitalist society and it is baste to 
capitalism Socialists attack this lOSCitution on the ground 
that It fails to bring about the ngbt uUlisation of resources 
To an extent, inequahty in income may be narrowed down 
through taxation or otherwise The existence of pnvate pro* 
perty m means of production causes once again accumulation 
of mcome m the bands of property-owners so that the gap 
between the mcome of the nch and the poor or those owning 
property and those lacking property wiU tend to become wider 
Unless, pnvate property is abi^shed by the State 
and means of production are owned or control]^ by the Statev 
consumer’s sovereignty will be confined to the wealthy This 
is unfair to the majonty m the community If the State could 
use the means of production in the mterests of society and 
not for profit, as is done under capitahsm, then generally, a 
large measure of consumer's -sovereignty could be enjoyed by 
one and aQ But a socialist society based on public property 
la means of production and economic planning might result 
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in the disappearance of the very institution of freedom of 
choice, I e as production as well as consumption will be re- 
gimented nobody would really esijoy freedom of choice But 
if the sacnfice of such a fre^om along with the sacnfice of 
other freedoms under capitalism, such as freedom of enterpnse 
and competition, could promote the welfare of society, the 
sacrifice of the freedom of choice could be considered as well 
worthwhile ITus seems to be the opinion of Dr Maunce 
Dobb If, economic welfare or its absence in society 
depended upon the desirability Of otherwise of freedom of 
choice, the question of consumer’s sovereignty, far from being 
outside the scope of economics, has an intimate bearing on 
the studies of the economist In the real world, the economist, 
seeing the glaring contrast between ihe neb and the poor, 
must undertake the redistnbutton of income , and the rcdis 
tiibution of income, through socialisation, would involve the 
question of consumer’s sovereignty and hence consumer’s sove* 
leignty is very much withia the domain of the problems of 
economists 


Id INDIPFERENCZ CURVES 

To eitplain the method of indifference Curves we shall use 
illustrations, first under a system of barter and later under a 
money economy We shall take a hypothetical example under 
barter Let us suppose that a regiment of soldiers is stationed 
in an out of the way place® Each member of the regiment is 
allowed a fixed ration of two commodities, cigarettes and rum 
Further, suppose different soldiers have different scales of pre- 
ferences or tastes Ihus some may have a preference for rum 
and others a preference for cigarettes On these assumptions, 
let us consider the case of a soldier, A Soldier A, to start 
with, gels 10 tots of rum and 50 agarettes Further, A has a 
panialily for cigarettes To get more cigarettes he will ex- 
change rum for cigarettes with another soldier, iJ who has a 
partiality for rum Suppose the soldier A is 'willing to ex- 
cnange one tot of rum lor 4 cigarettes, then, out of his ten 
tots, he will be left with 9 tots and to his fifty cigarettes he 
will add 4 cigarettes Therefore, he will have a second com- 
* Eeononties, P. Beahata, 1948 



THE THEORY OF COSSWimOV 61 

binatjcm of cigarette and rum, 9 tots of rum and 54 ciearet 
le* Tbe significance of these t»o coojbmations lies la the fact 
that A will bs indifferent as betneea the two combinations 
or the tuo combinations arc of equal value or both are 
equally attractive to him. Suppose A gives up a second lot 
of mm to obtain more cigarettes. For the secaid tot thus 
given up, suppose he demands 6 cigarettes. He will 
have a third combination of 8 tots of nim and 60 agarettes 
Sim3ar]y. he will have a fourth combi nati cm of 7 tots and 
70 cigarettes Working upwards be will haw 


13 tots 

and 

44 ogaiertes 

12 tots 

and 

45 cisaitttes 

11 tos 

and 

47 asmties 

10 tots 

and 

50 ogirtilcs 

which is his ration with which be begins We may reduce 

these combinations to a table or 

schedule Thus we have 


U tou of nsm and 44 cemttei 
12 toll of rum and 4S osaretta 
11 tots of rura and 47 cisanttat 
10 tots of nun aod 50 cigantits 
9 tots of rum aod 54 cirarelles 
B tots of rum and 60 cisaretlcs 
7 toll of rum and 70 cijaretles 


JnJifferencg Schedule 

This IS the schedule of the soldier A showing the various 
combinations of the two commodities, mm and cigarettes, as 
between which he is indiffcimt. hj other words, if offered 
any two of die combinations, he cannot express any prefer 
ence for one or the other These combinations we may repre- 
sent on a two dimensional figure (Fig 1) Each pomt on the 
Indifference Curve shows a corobmatioa of the commodiues 
Just as in the Indifference schedule or table the different 
combinations are of equal value so that the soldier is indiffer 
ent between them, so also oa the Indiff erence Cu rve, different 
points representing different combinations are of equal value* 
le the soldier will get the same satisfaction wherever he is 
on the curve 
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indifference Curves and Map 



Suppose we begin with a new combination of agarettes 
and rum — say 11 tots of rum and 55 cigarettes If we look 
at our old schedule, we find that we have 11 tots and 47 
cigarettes Obviousl), this new combination is better than the 
other Therefore, the new combination will be preferred But 
the other will be as good as 10 tots and 50 cigarettes The 
soldier A will be indifferent between these two combinations 
The new combination, 11 tots plus 55 cigarettes, will, how 
«veT give a larger amount of satisfaction It is better than 
any other combinalioa How can we draw this curve'^ 

We can draw a 2nd curve which lies to the nght of Indiffer 
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cncc Curve I This would be called the Indifference Map of 
the soldier 

The significant point we should note here is, as we have 
seen, the 2nd curve is based on 11 tots plus 55 cigarettes 
combination which is better than any combination on the old 
curve 

The combinations of the two commodities shown by differ 
ent points on Indifference Curve I are of equal value to the 
soldier Thus the soldier will be indifferent between the II 
tots of rum and 47 cigarettes and 10 tots of rum and 50 
cigarettes But the combination 11 tots of nun and 55 ciga- 
rettes IS obviously preferable to the combination 11 lots plus 
47 agarettes Therefore, it follows that the combination— II 
tots and 55 agarettes is preferable to 10 tots and 50 ciga 
rettes Similarly, 11 tots and 55 cigarettes will be preferred 
to all other combmauons on the first Indifference Curve and 
the combination 11 tots and 55 agarettes is represented by 
a point plotted to the nghi of the first Indifference Curve On 
the basis of the combiaatroo 11 tots plus 55 cigarettes wo may 
again obtain an Indifference Schedule showing the combinations 
of mm and cigarettes, which are of equal value or as between 
which the soldier is indifferent Therefore, all combinations on 
the second Indifference Curve will be ot equal value Even so, 
all combinations on the Erst Indifference Curve will be of equal 
value But the combination II tots and 55 cigarettes on the 
second Indifference Curve gives more satisfaction than the 
combination II tots and 47 cigarettes, on the first Indiffer 
cnce Curve Therefore, the combination 11 tots and 55 ciga 
rettes can give greater satisfaction than any combination on 
the first Indifference Curve Thus when there are two Indiffer 
ence Curves (I and II) combinations on one Indifference 
Curve will be of equal value and similarly combinations on 
the second Indifference Qirve wiD be of equal value But 
combinations on the higher Indifference Curve will have 
greater value than combinations on the lower Indifference 
Curve Each curve is an Indifference Map represents one 
level of satisfaction The higher the Indifference Curve or 
the farther it is from the ongin O. the higher the level of 
satisfaction from the combinations of two commodities If. 
therefore, the consumer, or Uw soWier in this example, can 
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move from a lower Indifference Cur\e to a higher Indifference 
Curve with a given income — here the fixed rations of rum 
and cigarettes— and a rale of exchange between rum and 
cigarettes, he would do so 

The conclusion of this is very important A consumer 
with a given income and a rate of exchange will attempt to 
move from a lower IndiffcreDce Curve to a higher Indiffer 
ence Curve 

Going back to soldier A his income m the form of his 
weekly ration is 10 tots of mm and 50 cigarettes Suppose the 
rate of exchange between the soldiers m the regiment is 1 
tot=I0 agaxettes and vice versa Looking back at the sche 
dule of our soldier, we find that one of the combinations in 
the schedule is 8 tots of nim and 60 cigarettes The initial 
ration of our soldier is 10 tots of mm and SO cigarettes He 
began with this income At the rate of exchange, 1 tot of 
runi«I0 cigarettes, suppose soldier A gives up 2 tots He is 
left with 8 toes and m exchange for the two tots he can 
obtain 20 cigarettes He will have 8 tots of rum and 70 ciga 
rettes In the table, the soldier is indifferent between 10 tots of 
rum and 50 cigarettes and 8 tots of mm and 60 cigarettes But 
obviously 8 tots of rum and 70 cigarettes is better than 8 tots 
of rum and 60 cigarettes Therefore 8 tots and 70 cigarettes 
IS better than 10 tots and 50 agareltes 

This combination of 8 tots of rum and 70 agarettes wiU 
yield a large amount of satisfaction than 10 tots of mm 
and 50 cigarettes In terms of geometry m an Indifference 
Map showing a senes of curves one above the other, it 
would mean that the combination 8 tots of mm and 70 
cigarettes is better than either of the two combinations and 
will be to the nght of the previous curve, ten will be above 
the previous curve Therefore, if the soldier A can by ex 
charge of his mm for cigaietles, get a better combination, he 
would be on a higher Indiflerence Curve or one which is 
farther away from the ongia O We shall show this in the 
form of a diagram (Fig 2) 

At the rate of 1 tot=10 agarettes, suppose A exchanges 
all his rum. i e 10 tots If be exchanges his 10 tots, he would 
get 100 cigarettes Thus to start with he had 10 tots of rum 
and 50 cigarettes Suppose he exchanges all his rum for 
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Cigarettes, he will get 100 cigarettes Then he will have SO 
plus 100 cigareites®l50 cigarettes That is one possibiLty 
The second possibility is that he might keep his 10 tots of 
mm and exchange all his cigarettes for rum which will give 
him 10 plus 5=15 tots Thus, there are two possibilities, one, 
fais exchanging all his rum for cigarettes whereby he would 
obtain 150 cigarettes and two. exebangmg all his cigarettes 
for rum m which case he will have 15 tots There are other 
possibilities also and that would be to exchange only a part 
of his rum and obtain cigarettes or give up some of fais 
cigarettes and obtain rum Thus he might have various com 
binations of the two conmioditics 
Our consumer starts with a eivcn combination This may be 
represented on a line AB Point R would be the initial ration 
of A which IS 10 tots of rum plus 50 cigarettes But if A 
giies up 2 tots of rum he would gec 20 cigarette? so that he 
will have a combination of 8 tots and 70 cigarettes This 
IS better than 10 tots and 50 cigarettes In geometncal 
5 


66 lectures on advanced economic theory 
language this will be on a curve higher up than 10 tots and 
50 cigarettes That means the point R on AB must be on 
one indifference curve while the combination 8 tots and 70 
cigarettes must be on a higher indifference curve Jn order 
to get 8 tots and 70 cig;arettes represented by point T the 
consumer will have to move down from /? to T by giving up 
2 tots and getting 20 more cigarettes, j e to obtain the new 
combination 8 tots and 70 cisareites he must give up RS of 
rum to get ST of cigarettes 

The point R denoting the initial ration of our soldier should 
lie on an Indifference Curve which is below the one on which 
point T is There are a number of Indifference Curves, one of 
them touching the Consumption Possibility Line at a pomt 
7 others above the Consuroplion Possibility Line {CPL) and 
below CPL Out consumer with a given ration would try to 
reach the highest curve he can Starting from R, he can get 
maximuin satisfaction at 7 At 7 he has got the best possible 
combination of the two commodities When the consumer has 
got limited income, under the hmiiations of a fixed income, 
he can reach only a certain curve and if he wants to get up 
higher, it would be possible only if fais income increases or 
the prices come down 

By superimposing the Indifference Map of Consumer A, we 
Will be able to detemtiae the equilibrium position of our con 
sumer with a given income and rate of exchange 

Case of Soldier B 

Like soldier A, soldier B starts with this quantity of 10 tots 
and 50 cigarettes but unlike A B prefers rum to cigarettes ic 
he wishes to exchange agarcltes for rum As in the case of 
A we can work out various combinations of B and get the 
indifference schedule and indifference may of B 


150 cigarellrs and 7 tots 
100 8 

70 9 

50 10 initial ration 

33 ^ It 

23 
15 


12 
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This mdifferencc schedule show's differcni combimuoas 
between which B is mdiSeteni. Suppose the rate of exchange 
IS fixed saj at I tot- 10 cigarettes, as before Since B has a 
preference for nun. he would exchange his cigarettes tor rum 
to get more rum Let us say he gi\es IQ aearettes and gets 2 
lots of rum Thus he has 10 tots of rum and 50 aearettes 
to start with and he ei\es up 20 agarettes and gets 2 lots so 
that he will base a combmatioD of 12 tots of mm and 30aga 
rettss Our so’dier is indiilerent between 10 tots of rum and 
50 aearettes and 12 lots of ram and 23 aearettes But 12 
tots of rum and 30 aearettes is better than 12 tots of ram 
and 23 agarertes Therefore, this will be on a higher indifier 
cQce oine and be will mo\c up to a higher Indifference CXr-e 
bj ctebaage 20 cigarettes against 2 tots of ram Once again 
we might represent the posiUoQ of soldier B m a dajram 
(Fig 3) 
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Again we combine the indifference map ot soldier B with 
the CPL — AD. we superimpose the indifference map of B o%er 
the diagram CPL—AB and by doing this we find that after B 
attains equilibrium or gels the best combinatioit by having 
12 tots and 30 cigarettes he will be at point M on the highest 
ludifference cune that he can reach He is at first at R — his 
initial rauon, and he can reach the highest Indifference Curve by 
moving from R to A/ and since this is the best possible position 
he can reach the curve will be langcntia! to line AB The Indif 
ference Curve on which B has the best combination. 12 tots and 
30 cigarettes, will be a tangent to the CPL^AB at point In 
other words, by giving up RL cigarettes, or 20 cigarettes and 
getting Lht rums or 2 lots. D gets a better combination of the 
two commodities than he had before Curves either below 
or above the one which is tangential to the line AB are ruled 
out In other words our consumer B has attained equili 
brium b) being on the indifference curve which is tangential 
to AB 

Let us analyse the case of A and the case of D Both of 
them begin with 10 tots and 50 cigarettes Beginning 
with this combination. A by gmng up 2 tots of rum m 
exchange for 20 cigarettes would get 8 tots and 70 cigarettes 
and even so beginning with 10 tots and 50 cigarettes 
B would get 12 tots and 30 cigarettes by exchanging 
2 tots for 20 cigarettes In either case there is an im 
provement in the combinations of A and B This combination 
of A IS superior to the original combinauoo so that gcomeln 
cally A would have moved on to a higher indifference curve 
when he gives up 2 lots for 20 cigarettes and similarly B 
moves up to a higher ii-diffcrence curve by exchanging 20 
cigarettes for 2 lots Thus dugrammaticall) it was shown in the 
case of A that we would have a CPL supenmposed on his in 
difference map so that we had a senes of indifference curves 
at various levels, one of which was a tangent to CPL — AB 
so that at the point where the (ndiffcrcnce Curve just touched 
the CPL A would have got the best possible combination 
under the limitation of the fixed income and the rate of ex 
change 10 cigarettes- 1 tot of rum Similar!) in the case of 
B we superimpose the CPL — AB over the indifference map 
so that again one of the curves will just touch CPL~AB m 
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the case of B so that where the Indifference Curve is a ung 
cot to AB B would have obtained the best possible combi 
nation under the limitation of a fixed mcoms and rate of 
exchange The conclusion is that by exchangmg between them 
selves, they stand to gam It is advantageous to both of them 
to exchange In terms of indifference maps and CPL the scales 
of preferences vary from individna! to individual under barter 
By giving up his rum A is gettu^ cigarettes which he vaJuK 
more than rum and B is getting rum in exchange for agarettes 
which he values more than agarettes, so that when they 
exchanse these commodities A is better off than before and so 
also IS S This js shown by the fart that A has climbed up 
to the highest indifference curve and so also B Thus in an 
exchange, when scales of preferences of the parties involved 
are different, they would be better off after the exchange than 
before This example of the soldiers A &. B with a givem 
ration per weel of the two commodities, viz. rum and ciga 
rettes. is symbolic of a consumer with a lumied income under 
a money economy This illustratioa was based on barter Thus 
we have soldiers like A who want more agarettes and sol 
diers like B who want more rum and they can get more aga 
rettes and more rum by mutually exchanging their respective 
commodities Again in the case of a consumer under a money 
economy, we can work out several combmaUons of the two 
commodiUcs of goods If the pnees of the goods were fixed 
and the consumer had a certain amount of money to spend 
on those two goods, he could divide bis money between the 
two goods If he buys more of one good, he would buy less 
of the ocher Thus there will be a list of combinations but 
in this list It is possible that the consumer may have a pre 
fcrcnce for some combinations as against others That means 
given two different combinations one may be better than 
the other or one may be worse than the other or both the 
combinations may be equally desirable Therefore, we can 
conceive of 3 alternative possibdities Suppose our consumer 
warns fo purchase fooef anrf cibtidmg'^ £et ns say fie coufd 
have a combmation of 3 umts of food and 2 units of cloth 
ms or be could have two units of food and 3 units of clothing 
Given tb«c two sets of commodities or these two combina 
* Econerric} , AnfntrodieloryAnefysts PaolA Samuelson Ch 23 J95I. 
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tioa> our consumer might prefer 3 units of food and 2 units 
of clothing to 2 units of food and 3 units of clothing or a 
second alternative might be, he nii^t prefer 2 units of food 
and 3 units of clothing to 3 units of food lo 2 units of cloth 
ing or yet another possibility is that he might be indifferent 
between these two combinations Let us assume that our con 
sumer is indifferent between the two combmations and further 
there are still other combinations so that we have again an 
indifference schedule 


Food 123 4 

Clothins 6 3 2 j 


Therefore, our consumer would be indifferent between these 
different combinations of the two coromodiues On the basis 
of this we can agam draw an Indifference Curve of the 
consumer 

Once again the significance of tbe curves is that the con 
sumer by moving along the curve is neither better off nor 
worse off than before, le the combinations along the curve 
are of equal value Now. as before, we could draw more 
indifference curves thereby obtaiotog an indifference map We 
can draw more indifference curves to the diagram if either the 
purchasing power of the consumer changes— increases or 
decreases Then on tbe basis of tbe new schedule we can have 
an indifference ci^e higher up This would be possible even 
if his income remains as before but prices fall so that wnth 
the same money he could purchase more of food and more 
of clothing In either case i e whether pnces fall or his 
money income increases in amount, he can have a better com 
bination of the two commodities than before and these com 
binations would be along the new indifference curve On the 
contrary, if his money income should diminish or the prices 
of food ard clothing should nse, he could boy less of food 
and clothing than before and once agam we have a number of 
combmations between which be would be indifferent and these 
new combinations would *66 on a lower mdillerence curve so 
that we get an indifference map Combinations lying on one 
indifference curve will be of equal value to the consumer 
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Thus, ail combinations Ijiag along cune Ui will be of the 
same significance but combinations along the higher curve 


6 


Y 
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will have greater significance than combinations on a lower 
curve Any combination on a hisber curve is better than any 
combination on a lower curve Therefore, it follows from this 
that a movement along the same mdiffercnce curve mates 
CO difference to the consumer whereas a rnovement from one 
indifference curve to a higher Indifference Curve would sigmfj 
a better combination than before, and conversely, a movement 
from a higher Indifference Olive to a lower Indifference Curve 
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signifies j uorse combination than before Thus, if our consu 
mer would move up from t/j to f/i and from Ui to (/{.crossing 
the indifference curves m a northeasterly direction, he would 
be obtaining better combinations, but if he moves from Uj 
to U. and Ui to Ui once again crossing the indifference cur- 
ves in a south westerly direction, he would get worse combi 
nations Therefore, we have obtained an indifference map of 
a given consumer with a limited income and given pnees and 
with either 'ncome-chaiicts or pnec-changes he can have 
numerous combinations showing better or worse combina- 
tions 

Suppose our consumer has got an income of 6 dollars per 
day and a unit of food costs U dollars and a unit of cloth- 
ing 1 dollar These are the prices of the two commo- 
dities and the income of the individual per day As 
before, our consumer with 6 dollars per day and the price of 
ibe commodities given can either spend all bis money 
on food alone or clothing alone or between the two Assum 
mg he spends on food, be can get only 4 units of food . 
similarly, if he spends on clothing he can get 6 units of 
clothing Thus two possibilities are open to the consumer— 
either he can stay at N or stay at M or move down the line 
or up the line, /VAf 

He can move down towards M getting different combina 
tions and move up the line getting different combinations So 
this line NM is the consumption possibility Ime representing 
various possibilities open to the consumer But the various 
combinations lymc along the CPL are not necessarily equal 
in value Different combinatJODs may have different signifi 
cance But on some point on the CPL — NM he might reach 
the best combination among the different combinations which 
are open to him How to discover this combination which is 
the besf^ Geometncally or graphically we discover this com 
bination by superimposing the indifference map over the CPL 
so that CPL will be tangential to one of the indifference cur 
ves and the point of tangency will represent the equilibnum 
posiuon of the consumer The consumer would reach that 
one w’nidn is langcirirtfi lo ‘tntfi Tme Tne curves w'mcji are 
crobsed by CPL lepreseot different combinations which are 
infenor Therefore, by movii^ along the line from the points 
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where ibe curves cross the line, Ibe consumer can reach 
hieher indifference curves Assuming that the consumer wants 



to spend all his money on Ae goods be would move lo the 
pomt on the CFL which is tangential to an mdifferencc curve 
However, with hi* income and the given pnees, he cannot 
reach higher indifference curves than the one that touches 
CPL at B By moviDg from lower indifference curves to the 
pomi B, the consumer would achieve bis equilibnuro post 
non representing the best possible combination of the two 
commodities with his given income and the prices ruling in 
the market 

Consumption and Changes tn Income and Prices 
We shall now see the effect of changes in income and 
changes in pnce on the equilibnum of the consumer Again 
we shall use the e\amp!- of a aven consumer bujing two 
goods, food and clothing in the market. Hitherto we had 
assumed that the income of our consumer was 6 dollars per 
day and the pnees of food and clothing were respectively li 
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and 1 dollar per unit Then ftc constructed the CPL for the 
consumer and determined the cquilibnum position at the point 
of tangency between NAf and the indiflercnce curve touching 
^ Vf at point B In this figure sirC saw that the consumer had 
various possibilities open to him By spending 6 dollars on 
food alone at U dollars a unit, he could buy 4 units or by buy 
mg clothing alone he could buy 6 units of clothing and in be 
tween these tw'o extremes he could buy combinations of two 
commodities by moving away from N downward and from Af 
up the line Therefore each diQcrent point on NM stands for 
a combination of clothing and food Suppose the income of 
our consumer is 3 dollars and the prices of food and cloth 
ing are the same as before le SU and ^1 per unit res 
pectjvely 



Previously the CPL was AfM To this CPL an indifference 
curve was tangential at B With 3 dollars a day our customer 
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10 bis income The new equilibnum position of the consumer 
will be Bj and Bj represents a better combination than B or 
combination B, will consist of larger amounts of food and 
clothing than combination B Wfaat is the conclusion which 



we may denve from these changes in income with constant 
prices? VVTia' happens to the equilibrium of the consumer 
when his income diminishes from 6 dollars to S3 what hap 
pens to his equilibnum when his income increases from 
to S9'> With a fall in his income while pnees remain the 
same the consumer is worse off than before so that his new 
equilibrium position Si m Fig 7 is nearer O or he is on a 
lower mditferencc curve With an increase m his income with 
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less food, due to a rise in price and a fall m value of 
money , with a gi\eQ mcoote the consumer can buy a smaller 
amount of each commodity than before If he had chosen to 
buy only clothing hjs position would not be any the worse 
but It would be the same If he has chosen to buy food alone 
he would be at will be nearer the origin O We can go 

on increasing the price of food so that once again there is a 
shift m the CPL If there should be, however, a further nse 
in the price of food, we can have a new CPL nearer tha origin 
O He will find new points of tangency between the new CPL 
and indifference curves which touch the CPL Let us suppose 
the price of food now remains the same as before le, SIJ per 
unit while the price, of clothing nscs to '*2 from 



Spending all his monev on food alone be can get 4 units, 
i e OM would measure the amount of food he can buy at 
with ^6 Spending S6 on clothing he can buy only 4 
units There is a new CPL Thus with the nse m the pnee 
of clothing and a gives income his purchasing power would 
be less than before so that with the same money he can pur 
chase smaller amounts of the two commodities The equih 
bnum position of the consumer on the new CPL N,M is B, 
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>ely B IS the equilibnum posjbon of ihe consumer with an 
income of per day and the prices of food and clothing as 
before B, is the equilibnum position of the consumer with 
^3 a day and the prices of food and clothing once again as 
before By joining tangents Bi, B and Bj. we get a curve call 
ed the Expenditure Curve, BrBB, The Expenditure Curve 
shows how the consumer would move towards the origin O 
with everj decrease in his income and away from the origin 
O with every increase in his income Thus, with a decrease 
from ^9 to $6 per day the consumer moves from B, to B 
thereby getting nearer O With an increase m his income from 
f 3 to ?6 he moves from Bj to B getting farther away from O. 
and as he gels nearer O he can obtain combinations of the 
two goods which are worse than the previous combinations 
As his income falls while prices remain the same, he can 
spend less and less and therefore he would be worse off 
while as his income increases and pnces remain the same he 
can spend more and more and therefore he is better off The 
Expenditure Curve helps to dMcrmine the quantity of the 
two goods bought at different levels of income By drawing 
co-ordinates from any point on the Expenditure Curve to meet 
the axes OX and OY the quantities can be determined Thus 
from B, co-ordinates are drawn to meet OY and OX OX, 
of clothing and OA of food will be obtained by the consu 
met when he is at B Sunilarly wc can determine the quan 
titles of food and clothing when the consumer is at anv 
other point of ihe Expenditure Oirve. le the Expenditure 
Curve shows at a glance the position of the consumer with 
varying amounts of income 

Demand Cur\e 

Fig 11 shows a consumer with a given income buying 
food and clothing the pnee of clothing remaining constant 
and the pnee of food nsing With every nsc in the price 
of food ie CPL — NM shifts around N \o h\1 NM^ NM, 
and so on With the shift in the CPL the equilibrium posi 
tion of the consumer shifts from B to B, B, to B B, to B, 
so on 1 e as food 'becomes dearer ftte consumer can 
buy Ids ahd less of the two goods so that he gels nearer and 
nearer O ^cn B B, B, are joined we get a curve called 
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the Demand Curve which shows the change m the position 
of the consumer due to a nse m the price Convenely, with 



every fall in the price of food the consumer can buy more and 
more of the two goods and he reaches a higher and higher 
cqmhMnnj position getting farther away from O The 
Demand Oine enables one to determine at a glance the 
quaotiUes of the two goods at different pncc levels which 
the cemsumer can buy To detenmne at any point on the 
Demand Oirve how much he can buy of the two goods from 
that point coordinates are drawn to meet the axes OX 
and OY 

Properaa of Indifferertce Cuna 
We shall examine the characteristics of Indifference Curses 
6 



82 LECTURES OS ADVANCZD ECOSOMIC THEORY 

On? characlcrjstic is that lodiflcrcnce Curves slope down 
Vkaids from left to nght. 

We shall examine this presently Before doing so let us 
consider the logical inferences or conclusions which would 
follow it we assume that Indifference Curves do not slope 
downwards from left to nght If they do not slope down 
wards from left to right they can be horizontal or they must 
slope upwards from left to right First of all jet us tale up 
a horizontal Indifference Curve (Fig 12) 
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What would be the implications of a horizontal Indiffcr 
ence Curve'’ All the combinations along the curve are of 
equal value 3 units of clothing and one unit of food 3 units 
of clothing and 2 units of food 3 units of clothm" and 3 
unitsi of food 3 units of cfothmo and 4- units ot food 3 units 
of clothing and 5 units of food upto 3 units of clothing and 
7 units of food are the various combinations on the Indiffer 
euce Curve But by assumptior these combinations were equal 
in value because they are on an Indifference Curve But this 
conclusion cannot bear exaimnation as it is unacceptable be 
cause 3 units of clothing and 2 units of food is better than 
3 units of clothing and I unit of food’ Even so 3 units of 
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clothing and 3 units of food is better than the combination 
3 units of clothing and 2 units of food and so on. In other 
words a larger amount of food with the same amount of cloth 
ing would preferable to a smaller amount of food and the 
same amount of clothing Hence, each succeeding combination 
IS belter than the previous one, so much so the consumer can 
not be indifferent between the various combinations He would 
prefer a combination intludmg a larger amount of one com 
modiiy with the same amount of the other to a combination 
mcludmg a smaller amount of one commodity with the same 
amount of the other Therefore, an Indifference Qnve can- 
not be horizontal smee different combinations on the curve 
will differ m significance 



The second alternative to a downv>ard sloping Indifference 
Curve would be an upward sl<^ing Indifference Curve The 
implications of an upward sloping Indifference Curve are as 
follows 

Different combinations on the curve must be of equal 



CLOTHING 
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value so that the consumer would be indifferent between the 
combinations Thus combinations of 1 unit of clothmg and 1 
unit of food 2 units of clothmg and 4 units of food 3 units 
of clothing and 6 units of food must be of equal value Once 
again this is an absurd conclusion as the second combma 
tion consists of a larger amount of both food and clothmg 
than the first Even so the third combination has a larger 
amount of food and clothmg than the second and so on 
Obviously the second combination i$ better than the first 
and the third better than the second and so on Then the con 
sumer would prefer the combination containing more of food 
and clothing to one containing less of food and clothmg 
Therefore the consumer prefers some combmations to others 
He cannot be indifferent between them An Indifference Curve 
therefore cannot slope upwards from left to nght because in 
that case the different CQcnbinauoQ& on such a curve will be 
of different significance and not of equal significance Con 
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sequcntly, an Indifference Oinre must slope downwards from 
left to nght 

The impbcations of a downward sloping Indifference Curve 
would be, again, all combinations of food and clodung on the 
curve are of equal value 


! 4 onits of clothing aad 1} uoits of food 
2. 3 -do- 2 -do- 


Thus. m the second combination the quantity of clothing dimi 
tushes but at the same tune die quantity of food mcreases. 
Similarly, m the third combmation as clothing diminishes fur 
thet. food increases and similarly m the fourth combination as 
clothing decreases fcxxl mcreases Therefore, the fall m the 
amount of clothing is offset by a nse m the amount of food 
and vice-Yersa Therefore, all the combinations can be of 
equal value or significance so \hat the consumer is indifferent 
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between them The conclusion is that indifference curves can 
slope onlj downwards from left to nght They can neither be 
horizontal cor slope upwards from left to njht 
A second charactenstic of indifference curves is that the) 
cannot intersect If thej should intersect we arrive at absurd 
conclusions 

We can explain this property bj dcnving equations Let 
<7A measure commodii) X and OY measure commodiV) 1’ 
/, and /| are two Indifference Curves crossing each other and 
ictenecting We can derive the equations as follows 
Tatang Indifference Curve No 2, first 

OA of A plus OF of Y~OB of A plus OG of Y 

Now in the Indifference Curve No I again OA of A' plus 
OF of Y~OB of A plus OH of Y Hence OB of X plusOC 
of Y=OD of A' plus OH of Y 
Therefore. OG of V-OH of Y 

But the conclusions that OG of Y-OH of Y is absurd 
In Fi" 16 again mdifference curve /| and h are made to 
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cross or intersect al point Q Point hi on IndifTerence Cur\c 
No 2 IS above point U on unMertnce curve No I Hence 
combination M should be better than combination N But 
comb'aation M is equal to combination Q and combination 
N is also equal to combination Q since Q is common to botli 
the indifference curves being lbs point of intersection If hJ 
and N are equal to Q M and S will be equal to each other 
which 1 $ again absurd 

The third characteristic of Indifference Curves is that m 
difference curves are convex to the ongm. This may be ilfus 
trated by Fig 17 



We observe that along OX we have made AB-BC=CD, 
these representing 3 equal units of commodity X In order to 
get more Y, the consumer will exchange his X for Y For 
CD of X he can get GH of Y Therefore, the significance of 
CD m terms of Y is CH In other words measuring the value 
of X m terms of F, CD is equal to GH In exchange for 
BC the consumer gets FC Therefore, the significance of BC 
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jD terms of Y is FG But FG is greater than GH Hence the 
significance of BC m terms of Y is greater than the signific- 
ance of CD jn terms of Y Fuithct ui exchange for AB of 
X the consumer can get EF of Y Hence the significance of 
AB in terms of Y is EF Once again EF is greater than FG 
Hence the significance of AB m terms of Y is greater than 
the significance of BC m terms of Y The marginal signifi 
cance of OD of X is the significance of the last unit of X, 
le the significance of CD and the significance of CD, mea 
sured m terms of Y, is GH Therefore, ui terms of Y the 
marginal significance of OD is GH Similarly the marginal 
significance OC of X is the significance of the last unit of X, 
le ihe significance of BC In terms of Y the significance 
of BC IS FG 1 e the marginal significance of OC in terms 
of Y IS FG The marginal significance of OB of X is the 
significance of the last ot the marginal unit of X, 2 c the 
significance of AB of X The significance of AB in terms of 

Y IS EF or the marginal significance of OB in terms of 

Y IS EF Thus as the amount of the commodity X decreases 
from OD to OC. its marginal significance increases Similarly, 
when the amount of X decreases from OC to OB. the margi 
nal significance of X further increases Conversely, the margt 
nal significance would decrease with an increase m X 

In Fig 18, the consumer gets AB of X m exchange for 
EF of y BC of X in exchange for FG of Y and CD of X 
m exchange for GH of Y The significance or utility of EF 
of Y in terms of X is AB The significance of FG of Y m 
terms of X is BC and the significance of GH of Y m terms 
of X IS CD The marginal sigiuficance of OE of Y is the 
significance of the marginal unit of Y viz. EF of Y and the 
significance of EF of Y in terras of X is AB le the margi 
nal significance of OE of Y in terms of X is AB Again the 
marginal significance of OF of Y is the significance of the 
last unit of GF I e FG and the marginal significance of OF of 

Y IS FC m terms of X The marginal significance of OG of 

Y IS the significance of the raaigmal unit of Y. i e GH and 
the significance of GH is CD m terms of X or the marginal 
significance of OG in terms of Jf is CD 

The marginal significance of OE of Y is AB The margi- 
nal sicnificance of OF of Y is BC and the marginal signifi 
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cance of OG of ^ is CD BC is greater than AB and CD is 
greater than BC, it as the qoantity of Y decreases from OE 



to OF, its marginal significance increases from AB to BC 
and further as the quantity d Y decreases from OF to OG, 
Its marginal significance increases still further from BC to 
CD Therefore, with the decrease in the quantity of Y, its 
marginal significance in terms of X maeases Conversely, 
with an increase m the quantity of Y its marginal signifi 
cance in terms of X decreases Thus the marginal signifi 
cance of OG m terms of AT is CD, the marOTnai significance 
of OF m terms of X is BC and the marginal significance of 
OE m terms of AT is AB And BC is smaller than CD and 
AB IS smaller than BC while £F, FG and GH are of equal 
length Due to the Dunmishmg Marginal Utility or signifi 
cance of one commoduy, in terms of the other. X in terms 
of y. or y m terms of X, an indifference curve is convex to 
the ongin O 


I 


COMMODITY 'V 

Figure 19 


X 


Again, by exchanging EF of V the consumer can get AB 
of X The significance of EF in terms of X is AB In ex 
change for FG of Y the consumer can get BC of X Hiere- 
fore, the significance of FG in terms of X is BC In exchange 
for Gfi of y, the consumer can get CD of X Therefore, the 
significance of GH m terms of X is CD The marginal signi 
ficance of OE of V, i c the significance of EF in terms of 
X IS AB The marginal significance of OF of y i e the signi 
ficance of FG of Y in terros of X is BC and the marginal 
significance of OG of T or the significance of GH m terms 
of X IS CD Thus, BC is less than AB and CD is less than 
BC But £F FG and Gif are equal With the deaease m the 
quantity of Y from OE to OF the marginal significance of 
Y in terms of X decreases from AB to BC and with a fur 
Iher decrease in the quantity of Y from OF to OG its mar 
ginal significance in terms of X decreases from BC to CD 
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With a decrease m the quantity o{ Y. us marginal sigmC 
cance m terms of AT is seen to decrease but as a matter of 
fact, when a comm odity decr» ses. its value or si gmfitan ce 
must increase and the significance of the commodi^ u mea 
ffured in terms of another commodity^ so "tSat a larger quantity 
of the second commodity would be demanded in exchange 
for each unit of the first commodity goen up Thus, the 
shape of the indificrencc curse so. one ^^hJcb is concave 
goes contrary to the Law of Dummshmg Marginal Utility 
Hence under aonnal conditions when the marginal utility or 
s gmficance of a commodity m terms of another s'anes inset 
scly with Us quantity. Indifference Curses must be convex to 
the origin Therefore, the third property or characteristic of 
indifference curves is that they arc normally convex to the 
ongia O ^ 

IV IVDIFFER£NCE CUKVTS FOR MORE TJUN TWO GOODS 

Our discussions on Indifference Chrves was based on tbs 
assumption that there were only two commodities and the 
consumer bad different oombinattoos of these two and in 
order to achieve equHIbnum m his satisfaction be sought to 
reach the highest possible Indifference Curve In order to 
make the Indifference Curve analysis more realistic, we shall 
include in the scale of preferences of the consumer or the 
purchaser not only two goods but several goods Now. there 
fore, bow should we proceed to include many goods or more 
than two goods'’ For instance, in our example we assumed 
food and clothing, rum and cigarettes, commodities X and Y 
Therefore, w all these we have just two commodities and we 
constructed Indifference Curves and Indifference Maps and 
CPLs and by superimposing Indifference Maps ov'er CPLs of 
the consumers we derived the equilibrium position of tbs con 
Eumer In order to include more than two goods in the mdiffer 
ence curve analysis we shall tale one commodity on the one 
band and money on the other hand, money represenUng 
general purchasing power and therefore, all other go^s which 
money can buy For instance, in a two dimensional diagram, 
one dimension would then stmuj for money, general parchas- 
tng power and the other axis would stand for a commodity. 
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say Food This implies that the consumer would have com- 
binations of money and food, money standing for all other 
commodities ivhich means comhinaUons of food and other 
commodities However, our discossion on these lines must be 
based on certain assumptions (i) TTie consumer can have 
different combinations o! money and food between which 
he would be indifferent (if) He has a givem amount of money 
which he divides between food and other goods (fiO The 
prices of all goods are fixed in the market which means that 
we assume competitive conditions so that prices at ai^ 
moment are governed by competiUoQ. so that no one indivi- 
dual consumer can alter the price (iv) All goods are homo- 
geneous and indnisible (v) ITie consumer acts rationally m 
the sense that given a money income and the prices of goods, 
he would try to maximise tus satisfaction Oa these assump- 
tions we can draw an Indifference Map of the consumer 



As we know, these curves are based on different Indifference 
Schedules and they are at different levels and all combinations 
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spends OA on OB food, ihe price ot food v.ould be OBjOA 
In other v,ords, at the price OBIOA. the consumer can get 
OB food \f he spends OA, but it he keeps some money and 
spends the rest on food, he would be on the line AB If he 
keeps all hss money, he wiU be at point /I If be spends all 
bis inone>, he will be at point B But by buying food and 
buying other commodities represented by money, he would 
be at some point on the line AB, eg at R on AB, he would 
have a combination of OD food and OC amount of money 
which would mean OD food and goods represented by OC 
money At Q similarly, he would have ON food and OK 
money representing other goods This implies that as he bu>s 
more and more of food, he would base less and less money 
to spend on other goods so that as be increases his purchases 
of food in bis combinations of food and money or other 
goods, ibete will be greater amount of food and smaller 
amount of other goods With his money OA and the pnee of 
food OBIOA he cannot reach point L Only with a larger 
income ot a lower price of food his CPL can shift to the 
nght, enabling him to reach point L But wiith given income, 
OA and OBIOA price of food, he can have combinations 
of food and monev representing other goods, which he along 
AB He will not be at point M inside AB. since by assump- 
tion he spends all his OA money on food and other commo- 
dities Therefore the consumer under given market condi 
tions and his income will have different opportunities of con 
sumpuon along the path of AB 

The nevt operation is the superimposing of one diagram 
over the other and finding out the equilibrium position of 
the consumer (Fis 22) 

Suppose the consumer is at A Indifference Curve 1 and tfi 
meet on O) at point 4 The consumer starts from A and he 
wants to use to a higher Indifference Curve because as we 
know the aim of the consumer with a given income and 
market conditions is to reach the highest possible Indiffei 
e)Ke Curve and therebv maximise bis saUsfaction Supnose 
he IS on Indifference Curve 1 at /4 By movma on the line AB 
he can reach Indifference Curve 2 at the point E le by 
spending some money on food be increases his satisfaction 
bv moving from A to E, by exchanging more money for food 
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or by buying more food By moviDg further down the line 
he can reach the tlurd iDdiffwcocc Curve at F, and he can 



stiU furthc' incrca'se his satisfaction from food and money by 
reaching point P on the ladifferencc Cunn 4 Hon ever, if the 
consumer buys more food bv moving down the bne to point 
G. be will reach a lower Indifference Curve ic Indifference 
Curve 3 Hence at C bis satisfaction from food and money 
will be less than at P Even so if he continues to buy food 
and reaches point H, he will teach Indifference Curve 2 
Therefore he will be on the highest Indifference Curve at 
point P on Indifference Qirvc 4 P represents the best pos 
siblc combination of *ood and money and the consumer will 
be m equilibnum whereas at anv other point, £" or P or G 
or H. hts vaiisfaction from food and money will not be maxi 
mum Therefore, the consumer distributes his money among 
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food and other goods at the point where AB m the diagram 
IS tangenbal to IndiSerence Curve 4, at P 
From this point we shall now proceed to explain why at 
E & F, G &, H, our consumer is not m etiuiUbnum The 
explanation will be in terms of the mammal significance or 
utihty of food in terms of money At point E, the marginal 
significance or utility of food m terms of money is greater 
than the pnee of food The marginal significance of food re- 
fers to the significance of the margmal lb or last lb of food 
purchased At E, therefore, food to the consumer is cheap at 
pnee OB/OA Hence, he could buy more food at OBIOA 
pnee Similarly at F, the marginal significance of food, i e 
the marginal utility of food in terms of money, is greater 
than the pnee of food which means that the consumer con 
siders food at OBjOA cheaper, and hence buys more food On 
the other hand at G the margmal sigmficance of food m 
terms of money is less than the pnee OBIOA or food is 
dear at pnee OBjOA so that be prefers not to buy more 
food and similarly at H. the marginal significance of food m 
terns of money is less than the price of food OBjOA Hence 
agam, food is dear at pnee OBjOA at point li At P the 
marginal significance of food in terms of money equals the 
pnee of food At £ & F therefore, the marginal signiScance 
of food in terms of money being greater than the price of 
food be values food more than money and proceeds to ex- 
change his money for food At C & H where the marginal 
significance of food lO terms of money is less than the pnee 
of food, he values money more than food Hence he prefers 
to have money instead of food At P he values food and 
money equally Consequently, be is in equQibnum This 
equably between the marginal significance of food m terms 
of money and the pnee of food OBjOA marks the equili 
bnum position of the consumer This can be explained in 
tenns of the slope of the pnee Ime AB and the slope of the 
IndiSerence Curves 

V THE SLOPE OF INDIFFERENCE CURVES v 

We shall use the example of the consumer who has per 
day to spend which he uses to purchase food and clothing — 



CIOTHING 
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IS. converted to money. 4 units of food will equal 6 units of 
clothing because 4 units of food and 6 units of clothing will 
be equated with six dollars This would mean that in terms 
of money food costs li limes what clothing costs 
In the light of this we shall now explain the equilibnum 
position of the consumer 



The slope of the line AB is OAIOB and the slope of 
the Indifference Curve 4 at point P is also OA(OB, le 
because at P, AB is tangential to Indifference Curve 4 be 
cause It crosses OY at A and OX at B, the slope of 
the line AB at P and the Curve 4 at P is OAIOB At 
E, for example, the iDdiffcrcncc Curve 2 is sleeper than the 
line /IB or at E the slope of the Indifference Curve 2 is 
greater than the slope of the line AB Again at F the slope 
of the Indifference Curve 3 is greater than the slope of the 
line AB In other words, at F the Indifference Ciirve 3 is 
sinepo: than, thn Lmn AB At C oa thn nthne bnnd, Imliffftceace 
Curve 3 is flatter than the Ime AB, t e the slopie of Indiffcr 
ence Curve 3 at G is less than the slope of AB Similarly. 
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the lodifference Curve 2 at H is flatter than the line AB or 
the slope of the Indifference Qitve 2 at H is less than the 
slope of the line AB Only at point P the slope of the In- 
difference Curve 4 and the slope of the line AB are equal 
which means the significance of food m terms of 

money, shown by Indifference Onvc 4, is equal to the pnee 
of food shown by Price Line AB At E and F, where the 
slopes of the Indifference Canes 2 i. 3 are greater than the 
slope of AB the maigmal significance of food m terms of 
money is greater than the pnee of food, i e> at £ and F the 
consumer will be willing to pay a higher pnee than OAfOB 
Hence, at a lower pnee of OAfOB he would buy more food. 
But at G and H, wnere the slopes of Curves 2 and 3 are less 
than the slope of AB, the marginal significance of food, in 
terms of money, ts less than the pnee OA/OB te he is 
willing to pay less than OA/OB Hence, he would buy less 
» food In terms of the slopes of Indifference Curves, therefore, 
the steeper the Indifference Qtrvs or the greater the slope of 
the Indifference Curve, the higher the marginal significance of 
food ID terms of money and the flatter the lodifferesce 
Curve, the smaller (he marginal significance of food m 
terms of money 

Our analysis was in terms of one commodity and money 
represeatmg other commodities, as m the example of money 
and food Given money and food we could by means of 
Indifference Curves, determine die equilibnum of the consu 
mer m terms of the matginal significance of food m terms of 
money and the pnee of food and m terms of the slopes of 
the Indifferent Curves and the Consumption Possibility Line 
or the Pnee Line In the same way we might determine a con 
Sumer's equilibnum when two goods or commodities are given 
which are exchanged for each other so that ihcir exchange 
values are expressed m terms of each other Such a case is 
tHustrated by an Indifference Curve (Fig 25) m which OX on 
the X a.xis stands for good *X' and OY on the Y axis stands 
/or givd 'y 

One assumption on which oar diagram is based is that 
the consumer may be paid m if or m I’, i e. he may be 
given OA of if or OS of Y Qxse X refas to commodity if) 
If he has OA of if, he can acquire Y through exchange and 
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if he has OB of Y, he can acquire A* through exchange and 

the combinations of X and Y obtained through exchange are 



shown by the line BA In other words, AB or BA is the 
Consumption Possibility Line or Price Line and the equih 
bnutn of the consumer is at Q where the Consumption Pos 
sibility Line is tangential to Indifference Curve 3 When he 
IS at Q, he possesses OSj of Y and OAi of X The slope of 
the line BA is OBjOA and the slope of the line indicates 
the rate at which X and Y exchange for each other In terms 
of marginal significance, at Q the marginal significance of X 
in terms of Y is equal to the Pnce of AT in terms of T. i e 
the amount of Y which exchanges for a unit of X Therefore, 
at Q the consumer is in equihbnutn 

We next pass on to another concept Icnown as the Income 
Effect under Indifference Curve analysis 
So for wu frate irsscfiired a consmiTef with a gfwn fiTCOfTW 
buying two different commodities at given pnees We must 
consider the effect of a change m his income on his consump- 
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Uon ot the two goods provided the prices of the goods 
rcmaiDcd unchanged If die pnccs are constant a change m 
his money ia«>me would lead to a better or worse equih 
bnum position for the consniner, te if his mon^ income 
increases, he will be better off and if his money income 
decreases, he wUI be worse off This effect of an mcrease and 
decrease m the money income on the consumption of the 
two commodities is called the Income Effect and the income 
effect can be shown on an Indifference Map 

VI tNCOSlE CONSUMFTlOS CURVE 



In Rg 26 we have two conunodiiics X and Y instead of 
money and one commodity The figure iffostrates changes in 
the income of the consumer with given prices 'With a given 
income the consumer will buy OB of Y or OA of .ST or com 
binations of X and Y shown by AB The consumer will be 
m ejuii'bnam at B when AB touebss TsdiSereacc O/rve J. 
If his mcome should increase, &om OB to OB, m tenns of Y 
or from OA to OA, in terms of X, he can buy more of X 
and y Therefore, the vanoos combinations containing larger 
amounts of X and Y are shown by the Consumption Possibi 
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lity Lmc BiAi Agam the equihbnum of the coosumer is at 
Qi where BiAi touches lodifference Curve 2 At Qt the con 
sumer wtU have ON^ of Y and O.Vf, of X Similaily, with 
every increase in his income, such as from OBi to OBu m 
terms of Y and OAi to OA,, m terms of X, the equihbnum 
of the consumer moves away from the ongin O Thus, he 
moves from Q to 2,. Qi to Qt and so on. The line drawn 
through Q, Qi Qt is the Income Consumption Curve or the 
Expenditure Curve 

The Income Consumpbon Curvo shows the Income Effect. 
V 12 with every increase m his income under given pnces the 
consumer will consume more and more of the two goods and 
with every decrease m his income, he will consume less and 
less of the two goods Hence, an increase in money income 
means a better equilibrium position while a decrease means 
a worse equihbnum position 

In Fig 26 we illustrated the Income CotLsumption Curve 
We shall now discuss the shapes of the Income Consump' 
tiOQ Curve 



«aT«a YC* wjfl flcope Yifwaiia to Vttt tvgVi Tlcris 

is the normal shape of the Income Consumpbon Curve Such 
a shape of an Income Consumpbon Curve implies that as a 
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coasumer’s iccome increases, ho will buy more and more of 
both the goods and conversely, as his mcome decreases, he 
would buy less and less of both the goods Sometimes we 
may have an Income Consumption Curve having a shape as 
in Fig 28 



In Income Consumption Curve, beyond a pomt, say R. the 
direction of the curve changes Thus, as the direction of the 
Income Consumption Curve changes, the curve slopes np- 
wards to the left 

Now suppose we t^c an Income Consumption Curve 
which IS aormaJlv sloping upwards to the neht But it chan- 
ges Its direction at R sloping upwards to the left This 
means that upio K as the income of the consumer mcrcases 
bf buy aswsr aad anans of ^ y Sot bcjoad S, 
as his income increases, he would purchase less and less of 
X On Income Consumption Curve beyond R, as the mcome 
of the consumer increases, the consumption of X diminishes 
When the shape of the Income Consumption Curve is normal. 
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I e the curve slopes upwards to the nght as m the previous 
diagram the Income Effect is said to be positive which means 
that every increase in his income causes an increase in the 
consumption of both the goods When the shape of Income 
Consumption Curve is abnormal as in Fig 28, the Income 
Effect on the goods is negative For example, m IOC, the 
income effect on commodity X is negative, le he buys less 
and Jess of X beyond R 

The commodity which is consumed less beyond a point 
when income increases is called an lOfenor good In the 
case of Income Consumption Oirvc (Fig 28) the infenor 
good will be commodity X 

Substitution Effect & Price Effect 

Under this we assume changes in prices and a correspond 
mg change m money income with the result that the con 
sumer is neitbet better off nor worse off than before, j c the 
real income of the consumer remains the same However, 
when pnees change commodities which are cheaper would 



Figure 29 
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be subsbtuted for commodiOes which are dearer This result 
IS known as the Sabshtution Effect 
We assume there are two goods X and Y With his money 
income, the consumer can buy OB of K or OA of X or 
combinations X and Y along BA The equilibnum position 
of the consumer is P so that at P he gets OS' of Y and 
OM of X This IS the original positioa of the consumer so 
that the price of T m terms of JT is OAfOB If the jffice 
of Y should nse from OAIOB to OAilOBu he can hate 
OBi of y or OAj of X He can have 05, of V which is less 
than OB because of the nse m the pnce of Y He can have 
OAt because of the increase in the money income, from OA 
to OAi m terms of X Thus the pnce of Y has nsen and 
at the same time his money income has increased and the 
increase in his money mcome is just enough to compensate 
the consumer for the nse la ihe pnce of y, le the nse in 
his money income would cancel out the effect of a nse in the 
pnce of Y so that his equilibnum is at Pi on the Icdifferenco 
^rve 2 and the new pnce line A,B, The tangency between 
the hoe and the curve would determine the equilibnum post 
tion of out consumer As a result of a nse in the pnce ^ Y 
from OAfOB to OAJOBi and an mcrease m the mcome m 
terms of X from OA to OA,. the consumer has moved from 
point P to Pi and by moving from P to P, he has subsbtuted 
A" for y so that at P, he has CW, of Y and 0\f, of AT Of 
the two goods X and T T is rclabvely dearer than x and 
therefore, X is subsbtuted for y However, the combinations 
at P and Pj of lie two commodities X and Y are both of 
equal value being on the same Indifference Curve Thus 
at P, the consumer is nsiiber better off nor worse off than 
at P but he bu)s more of X doe to the nse in the jmee of 
commodity y In the diagram, such a subsbtution effect is 
shown by the movement of the coasumT along the Indiffer 
ence Curve and the subsbtubon effect implies that a change 
m the real income of a coosomer doe to a change m the 
prices IS compensated by a corrKpondmj; chaise m money 
income but the relabveh cheaper good is bought in the place 
of the dearer good The change m the money income of the 
consumer to compensate for the change m the prices is term- 
ed compensating vanabons in income 
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Price effect 

Under this the price of goods may change, jneonie remaining 
constant so that the consumer is better off or worse off than 
before, better off when pnee falls and wone off when pne* 
nses 

VII PRicF coNsinumoN curve 



Our assumptions arc constant income and varying prices 
To begin which, suppose the consumer with a given money 
income can buy OB of Y or OA of X or combinations of 
X and y along BA Point Q on BA shows the equilibrium 
position, the point of tangency Therefore, Q is the equili 
bnum position of our consumer With a fall in the price of 
X he can now buy OA, of X or OB of Y so that again we 
get various combinations If there is a further fall in the 
pnee of X he can buy OAj of X or OB of Y since once 
again the pnee of Y has not altered So on joining Q. and 
Qt. we get a curve called the Pnee Consumption Curve Thus 
the Pnee Consumption Curve Q Qt and Q- shows the pneo 
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r?«cT , With a £211 la pncs, ths cossumsr noald aa\s to a 
hcttsT eqalUbnura pcssioca as Iron Q to Qs and fron Cs to Q» 
We see hOT. Price Effctt laclndes Inocrae Effect and 
Sjbstirctioa Effect. This naj be iBastrated by Fig. 31 
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between the IndiSercncc Curve and the Income Consumption 
Curve Geometrically this is explained by the fact that the ICC 
represents pomts of tangency between parallel price hues and 
indifference curves while the Pnce Consumption Curve repre- 
sents points of tangency between flatter and flatter Pnce Lines 
and mdfference curves Sudi a position is of sigmficance in 
explaining how the Pnce Effect is compounded of Income 
Effect and Substitution Effect i c to say PCC must be between 
ICC and fC because Pnce Effect is made up of both Income 
Effect and Substitution Effect To show this we shall use the 
following diagram 



To hegm with we have the initial equilibnum position of 
the consninat at P the point of taogpnCY between Indiffetence 
Curve 1 and Pnce Lme BA ic at P the consumer achieves 
the best possible combinalKMi of the two goods X St Y and 
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when the pnce of X falls, he can buy more of X. This is 
shown by the shift of the has BA to BAi Instead of OA of 
A' as before, due to the fall m the pnce of X. he can now 
purchase OA^ of X Therefore, the Consamptioa Possibility 
Line shifts from to a new posihon BAi As a result of 
the fall m the pnce of X the consumer can trasel along the 
curve PCC and amie at a new eqailibnum position Pi He 
jnoscs from P to P, which represents the best combmatiMi of 
X and T on the new Pnce f Pt is the point of tan- 

gency between BAi and IC, He motes from P on /Cj to 
Pj on /Cj higher up and farther away from <7 Instead of a 
fall in the pnce of X which has impros'ed bis posiboa, if 
there were a nse m his money income, agam he would im- 
pfoie his position by moving almtg the ICC and reaching 
point Q on /C, The mosement from P to Q on ICC represents 
the Income Effect Because of the fall m pnce of X, relat 
ively to y. It is a cheaper goods. Consequently, he will buy 
more of X by bujing less of Y. thereby in effect subshtuting 
A for y, I e the consumer will not remain at Q en ICC and 
ICx hut would tra%el down /C, tmtfl he reaches point Pj The 
mmemest from C to Pi represents the subsntuboa effect 
Therefore, his movement from P to Pj is equal to his move- 
meet from P to Q and from G to P, 

The question may be asked why when be has reached Q he 
docs not prefer to stay there but moves down to Pi This is 
because at Q the maipnal significance of commodity X la 
terms of commodityji is greater than the pnce of X m 'terms 
of y. the marginal significance of A in terms of Y being the 
amount of y that the consuiDer must give up for an additional 
unit of X and the pnce of A in twins of Y is the rate at 
which he can exchange y for A m the market. He 
IS wQling to give up more of K m e-xchange for A 
than what is required m the market This would imply 
that he values A more than Y so much so he would acquire 
A' and reach Pi where the maigina! significance of A in terms 
of y IS equal to ftior of X m terms of Y or what be is 
wdlins to give up IS the same as what is required m the 
market. The same idea may be expressed in terms of slopes of 
Indifference Curves and Pnce Unes At Q the Indifference 
Curve IS st«per than the Ime BAi la other words the slope 
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of Indifference Curve at point Q is greater than the slope of 
line DA, Hence the marginal significance of AT m terms of 
Y IS greater than the pnce of A m terms of Y (at Q) But 
at Ft the slope of Indifference Oirve 2 nnd line BA, is the 
same, 1 e the marginal significance of A in terms of Y and 
the pnce of A in terms of Y are the same When the pnce o^ 
a commodity thus falls a larger amount of it is Iwught When 
there is a positive Income Effect and positive Substitution 
Effect a larger amount is bought doe to an increase in his 
real income consequent on the fall m the pnce and there is 
a substitution of a cheaper good due to the relative ch«p 
ness of the commodity for the dearer good 

Vlir GIFFENS PlBAOOX 

There may be exceptions to the rule that a fall m the pnce 
of a commodity should result in an expansion in its demand 
A fall m pnce with a given income should result to an tn 
Crease in the real income of the consumer If. however, when 
the real income increases due to the fall in the pnce of the 
good or an increase m the money income and the prices re 
matning constant, if the consumer buys less of the commodity 
than before we have an example of what is called an infenor 
good, eg marganoe is used by the poor but with an increase 
in the income margarine may ^ substituted with butter Thus 
marganne is wholly or patually replaced by butter leading 
to a decrease in the purchase of the commodity But suppose 
between the two effects, the Income Effect and the Substitu- 
Pon Effect, the Income Effect is negative while the Subsptu 
tion Effect is positive and outweighs the income effect Then 
even in the case of inferior goods a larger amount than before 
may be bought We shall illustrate this diagrammatically 
Here the consumer originally was at P on indifference curve 
1 and his first Consumption Possibility Line — BA The pnce 
of A IS presumed to have fallen so that the line BA shifts to 
BA, showing that with his money he can now buy OA, of 
X instead of OA Therefore he moves to another cquilibnuro 
posiPon on "BA, and 1C, "Due to a fall in the pnce of X the 
consumer’s real income has increased and he purchases a larger 
amount of X He moves along the PCC but the income effect 
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IS Illative instead of positive This u shown by the curve ICC 
which slopes ui?wards to the left. Instead of bt^ong more of 



X he will buy less of X When he reaches pomi Q along ihs 
ICC he wouU buy less of X Due to substitution of X for 
lbs other commodity, he moves from Q to point R. Therefore, 
the income effect is shown by his movement from F to G and 
the sabstJtutioQ effect by his moidDeot from G to But the 
substitution effect is greater than the income effect so much 
so that ultimately as a result be buys more of X than he bad 
before Therefore, this diagrem illustrates how when the pnee 
of a commodity X falls even though the mcomc effect may 
be negative, the substituuon ^iect which is positive being 
stronger than the income rffect, the consumer buys more of 
X than htlore. The income effect tt shown by his movement 
from P to G while tie substitution ^cct is shown by the 
movement from G to f? along the /C*. SubsUtuoon effect, 
therefore, outweijdis the c^uve income effect. 

Now Jet us consider what would happen zf the negatiie 
income effect wirre stronger than the positive substitution effect 

With a fall in the price or nse m money inccane, a smaller 
amount of a good is bought and with a use m pnee or 
decrease in money income a larger amount wiU be bought 
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This IS contrary to the normal laws of demand and hence it 
IS a paradox associated with the name of one Sir Robert 
GilTen m the 19th century and calkd Giffen’s Paradox This 
happens again m the case of lofenor goods on which a larger 
proportion of one’s income may be spent A fall in the pnce 
of such a good on which the bulk of the income is spent would 
considerably increase the real income so that less of it may 
bo bought and more of other belter goods or superior substi 
tutes This idea was based on the consumption of bread by 
working classes m England When the pnce of bread fell con- 
sumers bought less of bread and more of other foods like meat, 
while when the pnce of bread rose they bought more of bread 
Thus, a fall m price led to a contraction m demand and a 
nse in price to an expansion We may again show this 
graphically 



To begin with, the consumer is at P on IC, and the pnce 
line BA and he buys OM of X TTie fall in tho price of the 
good IS shown by the shift of the line BA to DAx but since X 
IS a GifTcn good, involving Giffeo’s paradox, when the pnce 
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o( X falls, less of X is bought than before Thus the consu- 
mer moves from P to along the FCC to his new equiU 
bnum position on price line BAi and /C» The income effect 
IS shown by the movement of the consumer from P to G 
along ICC which slopes upwards to the left showing that the 
income effect is negative However, X being cheaper, he sub 
stitutes X for other goods and moves from Q to il along IC, 
As a result of the substitution effect he would increase his 
consumption of X Since the negative income effect is stron 
ger than the positive substitution effect, he would buy less of 
A' than before when the price of A' falls (le at /? he will 
have less of 'X' than at P) 

IX DEMAND CURVE DCRlVCb FROM INDirFERENCC CURVES 

Wo shall use the indifference curves to derive a demand 
curve, a demand cune which shows the relationship between 
the amount demanded and the pri^ 



FwTMre 35 

We observe that money is measured along OY and good 
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X along OX RA, is a Price is an indifference 

curve which is tangential to at A The consumer is 
therefore at position A, whicb is his equilibrium posiUon 
When he is at A, he purchases OAt of X Now the consumer 
from R moves down the line RAf until he reaches A Tha 
shift in the price Ime shows the fall in the price of the com 
modity X and the consumer has a new equihbnum position 
at B which IS again the pomt of tangency between ICt and 
price line RB^ IC, is to the right of /C, showmg a better 
positiMi than before At B he buys OBi of X which means 
he has spent RM money on conunodity X and he retains 
OM amount of money still With a further fall in the price 
of X, the pnce hne RB^ shifts to RCt and once again the 
consumer moves from B to C and at C be has OCi of X and 
ON of money left Now when he is at C he moves down from 
if to C which means he has spent RN amount of money 
Therefore at C he would have OC, of X and ON money 
Therefore with every fall m the pnce of X the consumer 
moves from one position of equilibnum to another and by 
drawing a hne through these points we get PCC What is the 
pnce of commodity X when he is at A on Rd, and 
/Cl '> The pnce of the commodity X is the total amount 
of money divided by the total amount of X purchased so much 
so is that It ORIOAf OR representing money and OAt re 
presenting amount purchased Therefore the price of one unit 
of X will be the total amount of money divided by the total 
amount of commodity X The price of X is the slope of RAt 
or the pnce of X is RLIOAi because RL represents the 
amount of money he has spent on OAj of the commodity 
Similarly when the consumer is at B the pnce of the com 
jnodity X It B will be OR/OB, or the slope of RSt or 
RMjOBi Again when he moves down from J? to 5 he has 
spent RM amount of money and has acquired OBi of X At 
C I c the new equilibnum position the pnce of X will be 
ORlOC, or the slope of RC, or RNfOCi 
Therefore as the consumer moves from A to B and B to C, 
he is buymg more and more of X and at lower and lower 
pnees and we have delemuned the pnce of X ^t A, B and C 
We can use this to obtain die Demand Curve With the help 
of indifference curves and Phee Lines and the PCC we can 
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plot points on the diagram and construct the demand curve 
of the consumer 

In order to plot points which when joined would ^vc a 
demand curve mark o2 a distance to the ngbt of Ai repre- 
senting one unit of commodity X Now suppose Ai Xi is one 
unit of X Ai Xi represents one unit of the commodity From 
Xi draw a Ime parallel to fL4, the pnee line PXi is there- 
fore parallel to the price line RA, Being parallel to the pnee 
Ime RAt the slope of PXi must be the same as the slope of 
RA, and the slope of RAt is the pnee of commodity X and 
the slope of RA, is ORfOA, and therefore the slope of PX, 
IS PA,/AjXi and A,Xi by assumption is one unit Therefore 
PAt/l PA, and therefore the pnee of X is PA, At pnee 
PA, the consumer buys 0^4, of commodity Similarly mark 
o2 a distance BiX, to the n^t of B, which is again a uiut 
of X and from X, draw a parallel to the pnee line RB, 
PiX, therefore is parallel to RB, Therefore the slope of 
P,X, must be the same as the slope of RB, being parallel 
and the slope of RB, is pnee of X 

Therefore the pnee of A' at i? is PiB, and at P,B, he buys 
OB, of X In the same way to plot another point, mark off 
a distance QX, to the ngbt of C, Draw a parallel PX 
PXi be parallel to pnee line RC, and bemg parallel its 
slc^ must be the same as the slope of RC, and the slope 
of RC, IS the pnee of X 

By joining PPjP*. we get demand curve DD Demand curve 
OD shows that with every fall in the pne© of X the amount 
of X purchased increases Thus from the Indifference map eff 
onr consumer we have denved the demand curve of the con 
sumer and tlus is a oonveotional demand curve sloping down 
wards to the naht 

The demand curve which we have denved from the indiffe- 
rence curves of the consumer has a normal shape i e it slopes 
downwards to the right signifying that as the pnee falls 
demand expands However the shape of the demand curve 
where Giffen goods ate involved will be diffeseat, Tt» follow 
mg diagram illustrates a demand curve for a Giffen good or 
an Infenor good 

You Will nouce the demand curve is sloping downwards 
denoting an expansion in demand with a fall in the pnee of 
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ihe commodity Thus down to price OR the curve slopes 
normally This may be therefore the fi«t phase of the demand 
curve DD During this phase of the curve, with every fall in 
the price of the good or commodity, the real income of the con 



Ftgure S$ 

suoier increases The increase in his real mcome may be equat 
ed with an increase in hi$ money income Thus as increase in 
his purchase may be partly due to die income eflect and partly 
due to the substitution effect, le as the commodity in question 
becomes cheaper, he would spend more money on it by spend 
mg less on other goods But when the pnee falls below OR the 
demand for it diminishes This is shown by the 2nd phase 
of the curve from Q Us S During this phase the curve slopes 
downward to the left Therefore from G to 5 or the 2nd phase 
of the curve, it slopes downward to the left which means 
that as the price falls below OR, the income effect becomes 
negative le he tends to buy less and less since he would 
substitute superior goods for this mfenor good and. further, 
although the subslituUon effect may be present still the m 
come effect outweighs the substitution effect and consequently 
he diminishes his purchase of the commodity And when the 
pnee falls below Of?, again demand expands with every fall 
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in pnce This is shown by the final phase SD Dunag this 
phase the curve slopes downwards to the ngbt This means 
that asam the consumer can afford to buy more of the good 
without detr racnt to other purchases For instance if the 
Giffcn good or ih* infenor good is bread when the pnce of 
bread falls below ORi it becomes so cheap that he can buy 
more and more without affecting his purchase of supcnor 
foods like meat and others Summing up wo may reach the 
followmg conclusions 

In most cases individual demand curves slope downward 
to the right due to the positive income effect and substitu 
tion effect causing an expansion m demand in response to a 
fan m pnce The increase in demand would occur even if 
the income effect were negative provided the substitution 
effect IS strong enough to offset the negative income effect 
and when the substitution effect happens to be stronger than 
the income effect which is negative then the curve will be 
normal sloping downward to the right Therefore abnormal 
demand curves sloping downward to the left are peculiar to 
infenor commodities known a$ Giffen goods 
We shall next discuss the shape of the market demand 
curves In the light of the shapes of the individual demand 
curves what genenhsatioos may we make regardmg market 
demand curves? Market demand curves would be based on 
individual demand curves In other words the aggregate of indi 
vidual demands m the market for a good would constitute the 
market demand for it le the market demand schedule would 
be the aggregate of individual demand schedules and market 
demand curves may be constructed by addmg together indi 
vidual demand curves This process is illustrated in the fol 
lowing diagrams 

A & B an both identical diagrams A & B represent indi 
vidual demand curves of two persons and C the market 
demand curve which is the result of adding together sideways 
A S. B Thus in A at pric- OR OA amount is demanded 
Similarly m diacram B at the same pnce ORx agam OA 
amount is demanded Therefore together the two buyers 
would buy in the market at inc pnce OR OA plus OA le 
OB in diagram C OB is double OA At pnce OR demand 
IS ml le the staning point of the demand on OY at B 



118 


LECTURES ON ADVANCED ECONOMIC THEORV 


indicates that at price OR nothing is bought Secondly m C 
at pnce OR nothing is demanded With every fall in pnce 
below OR demand expands Demand curves in /4 & B are 
both normal, sloping downwards to the nght Consequently, 



MARKET DEMAND 
Fitfvre 37 


the Market demand curve shown m diagram C is also normal, 
slopmg downwards to the nght This shows that when pnces 
fall existing buyers buy- more and more and m addition new 
buyers may enter the market thereby adding to 
However, even if no new buyers should enter the market, 
still owing to the mcrease m the purchases of the existing 
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OQK demand expands Thus market demand curves tend to 
slope downwards to the nght and be normal Supposing the 
good in question happens to be a Giffcn good to some indi 
vidual consumers, still the market demand curve would be 
normal although the individual demand curves of those con 
sumers to whom the good is a Gi&n good may be abnormal 
This IS because in the market a Giffen good may be such 
only to some while to others it may not be a GiSen good 
so that a fall m its pnee would cause an expansion m de 
mand Therefore this cxpaosion m demand will outwei^ 
any contraction caused by decreased purchases of some 
buyers Assuming that the good is a Giffea good to everyone 
in the market, even then the market demand curve may be 
normal as the good may be a Giffen good to different individuals 
over different ranges of prices Again, thciefore the aggte 
gate of individual demand curves resulting in a market 
demand curve will have a normal shape A further reason for 
market demand curves to have a normal shape, even though the 
commodity is a Giffen good to all, is that new bU)eTs entering 
the market must buy more of die good and their actions wilt 
offset the effects of the behaviour of existing buyen Hence, 
market demand curves may be assumed to be nomal in shape 
even though individual demand curves may be abnormal, le 
ifl spite of some individual demand curves sloping down 
wards to the left, the market demand cune wiH slope down 
wards to the nght 

X ELAsnenv of demand 

We were discussing the shapes of demand curves and this 
discussion of the shapes of demand curves mdmdual and 
markec I-Mds to the concept of Elasucity of Demand Nor 
mally, we have observed individual demand cunes slope 
downwards to the n^t and market demand curves are nor- 
mal even mote often Such a shape of demand curves signi 
fies tbit demand vanes inversely as pnee. le more being 
bought at a lower price than at a higher pnee Further such 
a relationship between demand and price implies responsive 
ness of demand to changes in pnee The degree of responiive- 
n^ of demand to pn« vanatratis differs from commodity to 
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conunodicy and there may be \anous causes of such difTer 
mg responsiveness of demand Amcmg these the presence and 
absence of competing substitutes may partly account for the 
changes m "denrand m response to changes in pace Thus, 
goods without substitutes tend to have inelastic demand while 
goods having close substitutes have more elastic demand, as. 
for example, demand for salt is considered inelastic while 
demand for radio sets, railway travel etc is elastic because 
entertaining through radio could be substituted by the cinema 
or the theatre and even so railway travel could be substituted 
by road transport Hence, one factor governing the responsive- 
ness of demand is the avaiLibiJity of s ubstitutes Technically, 
this responsiveness is called Elasticity In economic theory, 
elasticity of demand has great significance so that an accurate 
measurement of this elasticity becomes necessary Prof Mar 
shall has sought to measure Elasticity of Demand m terms 
of unity or one When the change in demand is proportionate 
to the change in pnee, elasticity of demand is equal to one 
When the ^ange is more than proportionate to the change 
lu price, elasticity of demand is greater than one When the 
change m demand is less than proportionate to the change 
in price, elasticity of demand is less than one Although the 
concept of elastiaty is simple, certam points in regard to this 
concept must be borne m mmd It is often remarked that the 



Figure 3S 
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shape of ibe demand curve can readily indicate the degree of 
elasoaty of demand 

Thus, a flat demand curve may denote high elasticity of 
demand as shot^n m the diagjam A fall m pnee from OP 
to OPi causes an expansion m demand from OQ to OQj so 
that the increase in demand is more than proportionate to 
the change in price as shown b> PPi and QQi (Hg 38) 

A steep demand carve (Rg. 39) may represent inelastic 
demand Thus, in diagram 39 with a fall in price from OP to 
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OPi demand expands from OQ to OQi so that the expansion 
in demand is less than proportionate to the fall in price 
However merely from the slope of a demand curve one can 
not always infer elasticity of demand for a commodity 
This diagram (Rg 40) represents demand schedule for a 
good Demand Curve — DD baving a normal shape The point 
We should note is that the demand curve— DD is flat 
Along OX the scale has been changed in the following 
diagram while along OY tho same scale is used 



Figure H 


Both these diagrams (Figs 40 and 41) represent the same 
demand schedule But due to the change in the scale the slope 
of the demand curve is steeper in diagram 41 Thus in the 
diagram 40 demand curve DD is flatter than in diagram 41 
If we are to judge elasticity of demand by the slope of the 
demand curves diagram 40 should indicate greater elasticity 
of demand since the demand curve is flatter m it and the 
diagram 41 lower elasticity of demand since the demand curve 
siKSijiic BiiA ihj.x connljJAwMi. is wTOag at hiaUa '.haat diwatv/i 
curves are based on the same demand schedule and as such 
represent the same elastiaty Owmg to the change made in 
the scale along the A axis the slope of the demand curve is 
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altered TTierefore, the slope of ibe demand curves may be 
nmleadujg m measunng elasticity of demand 
However, if «e take two demand schedules instead of one 
and if the slope of the demand curves were to vary, this 
might reflect different elasticities of demand This is shown 
m the following diagram 



In this diagram the demand tor a commodity in two diher- 
ent markets is represented In one market the demand 
schedule for a good is represented by a demand curve — DD In 
the other market where there is a different demand schedule it 
IS represented by D)D, and curve DD is steeper than curve 
DiDx and at pnee OF along the Y axis demand is OM m 
the market with DD curve At price OE the demand is OM, 
in the market with curve DD On the other hand at pnce 
OF the demand for the good is ON m the market with curve 
D,Dt and at pnce OE demand xs ON, in the market with 
demand, curve DjDi Xa the Gist market tor a fall m the piwe 
by FE the expansion m demand is by MM, la the second 
market for the same fall in the pnce, le hy FE expansion 
in demand is by NN, Therefore, whai die pnce falls over 
CiC same range FE. the responsiveness of demand wnes from 
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one market to the other In the fiitt market represented by 
DD the responsiveness of demand seems to be less than in 
the market represented by DiD, Thus in the market with a 
steeper demand curve, elasticity of demand is less and m the 
market with a fiatter demand curve, elasticity of demand is 
more la this instance the slope of the demand curve reQects 
the elasticity of demand when the pnee in both the markets 
changes over the same range However, the elasticity of demand 
may vary when the pnee should change over different ranges 
This is shown lo the following diagram 



Ftgwrc iS 

Demand curve DD is a straight line The slope of the curve 
DD IS constant If elasuaty of demand depended on the slope 
of the curve since the slope of the curve is constant, elasticity 
of demand must be constant As we wtll see presently elasti 
city vanes over different price ranges Tbe demand at $5 is 
one unit and at S4 is 2 imils Therefore when pnca has fallen 
from S5 to S4 i e by a 51b demand is increased by 1 unit 
to 2 units le demand has doubled Demand at S2 is 4 uzuts 
and at Si it is 5 units From S2 the pnee has fallen to 
Si thereby becoming half of what it was and demand has 
increased from 4 units to 5 tmits, i e by a quarter Thus for 
a fall in pnee from S5 to 44 the expansion m demand from 
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I unit lo 2 units is more than propomonats to the fall m the 
pnce For a fall m pncc from $2 to one dollar the expansion 
in demand from 4 units to 5 units is less than proportionate 
Therefore, over the range $5 to 64 demand is more lespon 
sjve or elastic than what it is over the range 62 and one 
dollar Thus while the slope of the curve ts constant elasticity 
of demand is variable Tbos the slope of the curve once again 
may be no cn tenon for judging elasticity of demand 
Another measure of elasticity of demand is the total out 
lay on the commodity at different prices The behaviour of 
total outlay in response to changes m pnce reSects whether 
demand is elastic or inelastic or neither elastic nor melashc 
The trend of the total outlay is shown by the curve again 
in the following diagram 



We consider m ihis diagram 3 different pncc ranges from 
pnce OP to OQ from OQ to OR and finally all pnees below 
OR The curve slopes downwards to the nght as price falls 
from OP down to OQ showing an increase m outlay with a 
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fall la price Conversely, wth a nse w the pnee from OQ to 
OP tot^ outlay diminishes shown by the curve sloping up- 
wards to the left Ihus, over the tange OP to OQ demand is 
elastic In other words tota] outlay increases as pnee falls 
and decreases as price nses Over the range OQ to OR, the 
curve IS perpendicular and parallel to OY showing that total 
outlay IS constant Thus, as the pnee falls from OQ to OR 
or nses from OR to OQ total outlay remains constant Over 
the range OR total outlay diminishes as pnee falls as shown by 
the curve sloping downwards to the left and increases as the 
pnee nses upto Oli as shown the curve sloping upwards to 
the nght Thus, as pnee falls below OR, total outlay dimini 
shes and conversely as the pnee nses, total outlay mercascs 
Over the range OR demand i$ melastic. Summing up, elasti* 
city of demand is greater than one or demand is elastic when 
outlay increases wuh a fall lo pnee and diminishes with a 
rise ID pnee Elasticity of demand is equal to one. i e demand 
IS neither elastic nor inelastic, when total outlay is constant 
and elasticity of demand is less than one when total outlay 
dinuni^es with a fall in pnee and increases with a nse in 
price 

Above point Q demand was elastic and below point R dt- 
tnand was inelastic The pnee range of OQ OR is the dmd 
mg Ime between elasbcity and inelasticity The constant 
outlay over OR and OQ can be represented in the following 
two diagrams 
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Tljese two figures represent the same demand schedule, 
in figure 2 the scale is bigger than in figure 1 The two dia 
grams show constant outlay at wious prices Thus at OF 
pnee, ) c 5 umis of money, 2 umis are demanded and there 
fore the total outlay is 10 At pice OFi or 2 units of money 
5 umts are demand, le OQt is demanded Hence total outlay 
IS 10 These two rectangles PQ and PiQi r^iresent the total 
outlay of 10 The same is tree trf diagram 2 Only the scale 
IS different m 2 Thus both the diagrams are similar Further 
when the total outlay is thus constant so that over different 
parts of a demand curve, dastjciiy of demand is constant, j e 
equal to one, the demand curve is a rectangular hyperbola and 
the curve will not touch the axes OY and OX This is a 
different way of representing total outlay from the one shown 
above. Due to the importance of elasticity of demand m eco- 
nomic theory its measurement is very important and there- 
fore elasticiiy of demand is measured w nnmencal terms. Prof 
^farshal} thus measured elasticity m terms of unity wherd:^ 
the degree of elasticity is determined To determine the nurse' 
ncal value of elasticity of demand it may be expressed as 
follows 

Change in amount _ Change m pnee 
AraountdemanSeS Pnee 

This formula is used for finding the numencal value of 
elasticity, whether it is more than one, or less than one or 
equal to one We may illustrate this by going back to the 
diagram in which we have the demand carve with a constant 
slope to show how elasticity of demand vanes over different 
ranges of pnee We can use this example to illustiate the 
determination of Elasticity of demand numerically 
If you refer to the diagram and the analysis we noted at 
$5 the demand was 1 unit and at ?4 the demand was 2 umts 
Now using this formula we can determine the numencal value 
of elasticity of demand Therefore elastiaty of demand 
-i - J =5 

Tbestfoit, elasticity ol demand^fi 

Again at ?2 demand was 4 units and at ll demand was 
5 units 


Elasticity of demand^ 
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Now what IS the significasce of the numencal value we 
have thus obtained? 'WhcD dasocity of deiDand=5, it is more 
than one Demand is clastic Therefore, in this example, when 
pnee falls from $5 to S4. i e by a 5th, demand expands from 
1 unit to 2 units and numencally elasticity of demand = 5, le 
greater than one and hence demand is elastic which means 
that the r^ponsweness of demand to the change in pnee is 
more than proportiorale to the change in pnee i e when the 
pnee falls the expansion m demand is more than propor- 
tionate to the fall and when the pnee rises the contraction is 
more than proportionate to the nse in price On the other 
hand at J2, 4 units are bought and at i-l. S units arc bought 
Therefore, the pnee is half while demand has increased by a 
quarter, so much so that numencally elasticity of demand^j or 
It is less than one Hence elasticity of demand is low or 
demand is inelastic In other words, the responsiveness of 
demand is less than proportionate to the change in price 
Thus the contraction m demand for a nse in price is less than 
proportionate to the nse m pnee and expansion in demand 
for a fall lo pnee is again less than propi^onate to the fall 
m pnee Therefore, in general when elasticity of demand is 
greater than 1 say 24.7,16 demand is elastic while when elasti 
city of demand is less than I. say ^ i. 1/16 and so on, demand 
is uielastic and when elastici^ of demand is equal to 1. 
demand is neither elastic nor inelastic Numencal elasticity 
of demand, le elasticity of demand measured m terms of 
numbers, helps m knowing the degree of elasticity or, whether 
demand is elastic or inelastic 

We have so far considered demand which is elastic and 
inelastic and demand which is neither elastic nor inelastic, 

1 e cases of elasticity of demand being greater than one or 
less than one or equal lo one We may now consider extreme 
degrees of elasbcity of inelasticity that is to say. infinite elasti 
city of demand and infinite inelasUaty When elasticity of 
demand is infinite a slight chaise in pnee would cause an 
infinite change in demand This is shown graphically by a 
demand curve which is a bonzcmtal straight line parallel 
to OX 

Similarly when demand is infinitely inelastic the demand 
curve IS a vertical straight line parallel to OY Therefore a 
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honzoatal deznaod curve illustrates uifioite elasticity and a 
vertical or perpendicular demand curve illustrates mSnite in* 


Figure 


elasticity, le when demand is tselasiic no matter wbat the 
price IS. the same amount is bought Thus, m the diagram (B> 
OQ will be the amount at different pnees la reality elasbcity 
ol demand will range between these two limits, i e a demand 
curve IS neither perfectly perpendicular nor perfectly honion 
taL It tends to be of different shapes, le; it may be steep 
or ffat The steeper it is the nearer it would be to a perpendi- 
cular demand curve and the flatter it is the nearer it would 
be to a horizontal demand curve ThereTcire, demand curves 
in actual markets will have different degrees of elasticity We 
speak of elasticity of demand m relation to demand curves 
but there is no one smgle elasticity of demand, for, normally, 
01 er different parts of the curve elasbcity of demand may be 
different This has been illustrated above Therefore, it would 
be more correct to say that a demand curve will have vaiymg 
elasticity of demand over different parts of the curve This 
IS the rule but there are exceptions to it. We have come across 
one such exception already demand curves which ar e rectan 
gular hyperbolas have a single elasticity of demand throughout 
their Iragth.^ Thus, when the demand curve is a rectan 
gular hypcrbola,_the total outl ay wi l l be co n5tant_and-5e~areas 
of the rectangles inscribed under the curve ^lU be the same 
showing a constant elastjaty of demand Another exception 
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IS a demand curve which is vertical showing mfimte inelasD 
city where the responsiveness of demand remains unaltered at 
any pnce, i e the quantity bought is fixed or constaaL There 
foie, in eacepuonal circumstances there is a single elasticity 
of demand over the entire length of a demand curve. Other 
wise elasticity of demand vanes from point to point on a 
demand curve 

y'^nce Elasuaty, Income Elasticity and Elasticity oj Substitution 
After the discussion on the concept of Elasticity of demand 
we shall now discuss elastiaty of demand in terms of price 
elasticity, elasticity of substitution and income elasticity 
Elasticity of demand is also called Pnce elasticity, which 
would mean elasticity of demand or responsiveness of demand 
to changes in pnce And pnce dasticity is made up of income 
elasticity of demand and elasticity of substitution. This is 
similar to the price effect bemg made up of income cffeci 
and substitution effect If. therefore, pnce elasucity of demand 
results from income elasticity and elasticity of substitution, 
we must define these terms The responsiveness of the per 
son’s purchases to changes in hts income is called income 
elasticity MathemaocaUy. income elasocity of demand ei* 

Proporuonaie change in the price of good X 
Proportionate cliange tn income 

Substituting numerical values suppose the proportionate 
change in income, say an increase m income, is 1% and the 
increase in the purchase of X is 10%. then will be 10/1- 
10% Thus, when the change in locoioe is by 1% and the 
change in purchase of X is by 10%. income elasticity of 
demand is 10/1 = 10 Thus, by means of this formula income 
clasUcity is calculated In this example, income elasticity 
= 10 1 e more than one Hence income elasticity is very 
high or the responsiveness of the consumer’s purchase of A 
to a change m his income is very great On the other hand 
suppose the increase in the income is 1% and the increase in 
the purchase of X is 1/10% The income elasticity- 1/ 10 
xl/l=l/10% Here elasticiO'’ of demand due to change in 
income or income elasticity is very low It is less than I In 
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< 5 tlnr words ihs responsi\CD«s of ihs coflsanjcr’s purchase 
lo ibe change m Ins income is very little. Therefore, gnen 
the pnees of goods, when ihs income of the consumer changes. 
piarhaKs will change Normally, as we ha\e seen abo%e, 
the iTyfirTt* effect is positive which means more of the good is 
bought as incwDc increases and less of it is bought as income 
decreases . and income elasticity, similariy, is oortnally poa 
tire. IX a nse in income is accompanied by increased pur 
chasm and a fall by decreased purchases. Numsncall}. 
income elasticity may basr vanoss valnes. depending on the 
Tespoasi%'eness of purchases to fluctuation m income If 
income elastiaty were zero purchases do not respond to 
changes m it On the other hand if purchases decrease as 
income nses. income elastia^ is aegattva. This would be 
true of inferior goods. Therefore, geaeraH), where inferior 
commodiUss are iniohed. mcoms elastiaty is negatne If, 
however, more is bought when income uses and less, when 
It falls, iDcocns elasoaty is poaave. Therefore zero income 
clastia^ of demand provides a dmding line between nsga 
trve income elasticity and posittve incotng elasticity Another 
fiumencal value measuring income elasticity is 1 When 
income elasticity equals one. Ae purchase ^ a commodity 
wiQ change proportioaatsly to response to a diange m in 
come. When insotas elasticity is greater than 1, the change 
m purchase is mofe than propoitjonaie lo the chan«'e in 
income When the purchase is less than proportionate to the 
change in income, income elastiaty is less than one Agam 
income cla5ticity=i or unitary income elastiaty may be 
laicn as a dividing line between income dastiaty whofa is 
very high and income elastiaty which is very low la terms 
of unitary income clasticjty Jmron-s may be defined as those 
goods m whose case income clasuatj is greater than one, 
ue as income nses, a grealcr propo rti oa of it is spent on 
Iiainy articles Siisilar{>, OKcssanes may be detoed as 
goods m whose case income elastiaty is l»s than one i.e 
as income rises, a decreasing proportion is spent on ncccs- 
anes. Thus, generally, income elastiaty may indicate the 
nature of goods Another possibihty. with regard to expen- 
diture on goods foIlowia» dairrs in income is when a 
consumer's tneome motasss. the whole x)f the may 
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be spent on a given good m which case income elasticity is 
said to be equal to \IKX where KX is the proportion o{ the 
income spent on the good If therefore, more than the 
whole of the increase in income is spent on the good, then 
mcome elasticity will be greater than l(KX and li less than 
the whole of the increase in income is spent on the good, 
income elasticity will be less than IfKX Therefore, numeri- 
cally income elasticity may be measured to show the changes 
in purchases caused by changes in income 
0)nung to elasticity o£ substitution, it measures the extent 
to which one good can be substituted for another good so 
that the new combination of goods yields the same satisfac- 
tion or the consumer may be on the same indifference curve 
With regard to elastiaty of substitution one may note the 
limiting cases One limiting case is where elasticity of substi 
tution is infinite In other words the extent to which one 
good may be substituted for another is infinite This can 
happen when the two goods are perfect substitutes in which 
case economically speaking, they are regarded as one com- 
modny A second limiting case of elasticity of substitution 
IS when elasticity of substitution is zero, implying (bat one 
good cannot be substituted for the other This would, happen 
when the goods are used m fixed proportions In practice 
there is neither infinite elasticity of substitution when goods 
are perfect substitutes nor zero elasticit)^ of substitution but 
different degrees of elasticity of subsutules ranging between 
the two limits Thus elastiaty of demand for goods partly 
depends on the extent to which one commodity can be substi 
tuted for another commodity The mathematical formula for 
elasticity of substitution is 

Relative increase in the ratio between the two goods X & Y 
Relative decrease m marg significance of X in terms of Y 

If we work with the help of numencal values we get the 
elasticity of substitution either greater or less or equal to 
one Hnally we come to Price elasticity of demand This 
concept is similar to the concept of the pnee effect Like the 
price effect which is compounded of income effect and substi 
lution effect pnee elasticity of demand is compounded of 
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TQCome elasticity and elasticity of sobstitutioa, i c elastiatv of 
demand or the degree of respoosivecess jn demand to a change 
in pnee »hich is caDsd price elastiaty depends on income 
<Iasticit> and elastiaty of snbstitutiOQ. 

The relationshjp between pace elastiaty or snaply elastintv 
of demand income elastiaty and dasticrty of substitanoa is 
brOQsht ODt m the following equation. 

ep= Ct"x ei pins (1 ~KX) e. 

Where Cp stands for pnee eUstjaty of demand ei for 
income elastiaty, e« for elastiaty of snbstitution and KX is 
the proportion of the income spent on commodity X 
Sabstitating lalaes for these, if ei=2, e* between X & Y 
-3 and the consumer sposda 1/10 of las income on X, 
then ep or elastiaty of demand-I/I0*2 plus (1 I/IO) » 
-2/10 plos 27/10-29/l0«2.9 
Therefore elastiaty of demand is 25 which is greater than 
one so that demand ter X a clastic wbch means the charee 
in demand is mors than ptoportioaate to change in price 
Isow. If ’(.•e use the foDowm* values. Ci for X is I and «• 
betneen A' <£ V u 1 and 1/4 of the income is spent on X, 
tp pins a“l/4)l 

-1/4* I plus 3/4xI*»l 

which ingan.< demand is natber dasne nor inelastic or the 
change in demand is propomosate to the change m price 
In this eqnatioQ the first part, KX^ci represents the income 
effect. i.e. the infiaecce of a nse in income or fall in income 
cQ Che demand of the ty w y nm gr for any c omm odity, and the 
income effect governs income elastiaty, i,e the lesponsneaess 
of porchases to changes in income and income effect dqieads 
on the p ropo rt on of the income spent on a given commoditv 
and in out equation KX stands for that prop orti on of the 
mcome spent on the commodity say X Income effe« depends 
on KX or the p ioportioa of the income spent on commodit> 
X Thus if a larte propor ti on of one’s income were spait on 
X. a 'ail m the pnee <k X wooSf refease saffiaent parefiasinz 
power to be used for fresh pu r cha ses and the gnaTlgr the pro 
portion of the income spent on X, the smaller the porchasmg 
power set free to be used on fresh porchases. Farther, fresh par 
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chases will depend on income ebstiaty itself Thus this part of 
our equation KX*ei indicates the influence o{ income tflcci on 
price elasticity or elasticity of demand The second part 
of the equation represents the subsbtution effect 
which governs elasticity of substitution and the influence of 
elasticity of substitution on pnee elasuetty or elasticity of 
demand Again when the price of X falls, it will be cheaper 
relatively to Y and consequently substituted for Y Elasticity 
of substitution between Y & J i e how much of A' would be 
substituted for Y depends on the extent to which X may be 
substituted for Y and this further depends on how much Y 
there is for which X may bo substituted This is shown by 
(l-ZTAO 10 the proportion of the income which is not spent 
on X, KX being the proportion of the income spent on 
X Hence \-KX is the proportion spent on Y Thus elasti 
city of substitution depends upon the amount of X that may 
be substituted for Y and therefore price elasticity equals 
income elasticity and elasticity of substitution Pnee elasti 
city or elasticity of demand is thus the result of the influence 
exerted by changes m income and substitution of goods for 
each other In terms of the concepts income elasticity and 
elasticity of substitution, one may explain elasticity of demand 
called price elasticity for different commodities i e these con 
cepts account for vanahons m the msponsiveness of demand 
to changes m pnee when elasticity of demand tends to be 
high for certain goods and low for others For instance, 
elasticity of demand for necessanes like sail tends to be low 
while elasticity of demand for goods hke radio sets and rail 
way travel tends to be high Tlus may be explained by con 
sidenng the mcomc elasticity and clastiaty of substitution in 
each case Taking first salt the proportion of the income 
spent on salt is so little that when the pnee of salt falls the 
income released is very little Hence purchasing power set 
free to purchase more of salt as well as other goods is insigni- 
ficant Furthermore income elasticity itself m the case of salt 
is low in as much as enough salt was bought before Hence 
due to these reasons, income elasticity for salt is low Again 
elasticity of substitution for salt is also low as there are few 
good substitutes for salt Consequently both income elasti 
city and elasticity of substitution being low in the case of 
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salt, the pnee elasucity is low or rssponsiteness of demand 
for salt to chaeges in its price is low On the other hand, in 
the case of commodities such as radios, firsUj, being expemne 
goods a large proportion of one’s income is spent on these 
and when then pnees fall, considerable purchasing power is 
released to be used on fresh purchases Further, hanng close 
substitutes such as gramophones and tiasel by cars, elasticity 
of substituhon in these goods is high so much so that both in 
come elasticity and clastiaty of substitution for these commo- 
dities being high, their pnee elasticity is high Thus clasticitj of 
demand is govetned by income elastioty and elasnaty of 
substitatjoa 

Against the background of our discussion of indifference 
corves we may now consider the recent development tn the 
theory of choice associated wjih a few modem economists By 
means of indifference con'cs the idea of measunng the utihty 
quanutatis’dy may be dispensed with. The technique of indiffer 
enco curves provides a method whereby the uaTihes of commo- 
dities is compared and not measured. Tbns indifference curves 
are based on the concept of a scale of preferences and the total 
utihty o! different combmahoos of goods is rompared^otn 
bioations bong either equal in value or significance or differ 
ent in value or significance. Where combinations are of equal 
significance they ate said to lie on the same mdiffereoce curve 
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SO that one corabmatioQ has the same amount of total utility 

as any other combmatioQ 

Therefore, PN plus PM will be equal to P^^l plus PtMi i e 
total utility from PN of commodity X and PM of commodity 
y equals total utility from P\N, of commodity A and 
P,Mi of commodity Y 

Combinations on higher tadiffereace curves yield greater 
satisfaction than those on lower indifference curves Thus Pyv, 
plus P»Afi will yield greater satisfaction than PN plus PM or 
PiNt plus PiMi In other words a combination on a higher 
indifference curve is belter than any combmation on a lower in 
difference curve Thus combinations along indifference curve 1 
signify equal utility so that the consumer is said to be indiSer 
COL But combmations on indifference curve 2 are better than 
those on indifference curve 1, le a consumer would prefer 
combinations on iCt to 'hose on ICt Thus Afferent collec 
tions of goods are compared and one is pitfened to others 
This departure from Marshall's theory of Consumer's choice 
IS attributed to Pareto In Marshall's theory measurability of 
uulity or satisfaction is iiopliciL In essence according to Prof. 
Marshall the consumer aims at majunusmg total uuhty from 
a collecttoo of goods by equating tnargioa) uuliues of different 
goods This implies that the consumer first measures the mar 
gmal utility of various goods in terms of their money prices 
in the market and so distnbutes bis income among the differ 
ent goods that raargmal utilities are equal Therefore the 
idea of being able (o measure maiginal ubLty by buying a 
commodity upto the point where its price is a measure of its 
utility at the margm ts implied in Marshall's theory But 
measurability of utility marginal or total is questioned by 
economists such as Prof Wiclsteed Robbins Hicks and 
Pareto By rejecting Marshall’s theory, Pareto substituted a 
new theory of consumer’s choice in terms of indifference 
curves and scales of preferences Pareto bonowed the tecbTii 
que of indifference curves from Edgeworth and expressed 
choices of consumers in terms of different combinations of 
conunodiLes which consumers buy m the market To simplify 
the analysis it is assumed that a buyer with a given income 
and prices in the market divides his mcome between two 
commodities Further the consumer bases his purchase of 
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goods on his personal tastes expressed la tus scale of pre 
fcrcnces Thus the behaviour ot the consumer with a given 
scale of preferences under given zaarket conditions is studied 
Ecomctncally 



The Uce iVAf called pace tine represents market conditions 
] ^ the pnees of the goods X & Y, whidi the buyer can 
buy when be has a given income Thus with bis income he 
could buy OM of X or ON of y or corobiaauons ol X&Y 
lying on NM and the scale of preferences of the consumer or 
the tastes of the consumer m regard to the different sets of 
commodities AT <£ k* is represented by his indifference map 
and the equihbnum position of the consumer u determined 
by the tangent of the pneo Imc NM and indifference curve 
Viz. curve No 3 ‘Tangcncy between pnee line and an in 
difference curve is the expl^bon in terms of indifference 
curves of the proportionabty between the marginal utilities 
and pnees" (Prof Hicks) 

Finther, according to Prof Marshall the coosumer’ls be- 
haviour in the market could be understood only with a 
JCECwylfdge of the unity of ^oods to him Oo ibo' 
to Pareto the utility of commodities need not be known It 
is enough if the indifference map of the consumer were known 
Utility IS subjective and therefore cannot be objectively deter 
mined wbffe aa indifference map by sbowmg the preferences 
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of consumers between different collections of goods can help 
one to objectively find out how a consumer would choose 
The subjective element evident m Marshall’s theory in the 
concept of total utility or intensity of desire of the consumer 
IS not measurable and it » unnecessary to know the inten 
sity of desire of a person If. however, one knows his scale 
of preferences, one can understand how the consumer would 
act in a market Marshall is criticised further for his theory 
of absolute utility le the relationship of an individual goods 
to a consumer Pareto, on the other hand, discards absolute 
utility in favour of relative utility whidi obtains between differ 
ent commodities These theones of Pareto which were based 
on the rejection of a quantitative measurement of utility were 
further developed by Prof Hicks in England Prof Hicks on 
the lines of Pareto rejects all quantiutive concepts involved 
in the theory of Consumer’s Choice and m their place sub- 
stitutes concepts which do not involve such quantitative 
measurements Prof Hicks with the object of making the 
theory of choice more scientific and less arbitrary elunmates 
from his theory the concept of Marginal Utility and the con 
cept of Total Utility since both of them are equally arbitrary, 
total utility being the intensity of desire and marginal utility, 
the utility of the commodity at die margin measured by Pnee 
For the Total UtiLty or intensity of desire, the scale of pre- 
ferences IS substituted and for Marginal Utility the marginal 
rate of substitution Thus, by using the concept of marginal 
rate of substitution the relative utilities of different commodi 
ties in terms of each other would be considered whereas if 
total utility or intensity of desire were involved absolute uli 
Iity of those would have to be determmed Relative utihties of 
different goods are amenable to a more precise statement than 
the subjective total utility considered absolutely m the case 
of each mdividual 

One concept of Marshall m terms of which choices are 
explained is marginal utility In the place of marginal utility 
Hicks substitutes marginal rate of substitution This is defin 
ed as follows The marginal rate of substitution of X for V 
IS the quantity of Y which would just compensate the con 
sumer for the loss of a marginal unit of X Fbrtber consu 
mer’s choice was explained by Marshall in terms of dimi 
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nishiag marginal utihtj Hicls on the olbcr hand uses the 
idea of diminisIuDg marginal rate of substitution This is re 
fleeted in convex indifference cunes Thus, b> eliminating 
absolute ntaiQr and measurable utihty and replacing them fay 
relative utflity which does not involve measurability. Hicks has 
sought to make the theory of choice less arbitrary and more 
scientific. 
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MONOPOLY. PERFECT COMPEXmON & 
IMPERFECT COMPETITION 

I EQUIUBRJUM OF FIRM AND INDUSTRY 

■We shall mamly concern ourselves with the eqmbbrtum of a 
firm and of an industry under thes>e different siiuatioQs. le 
Monopoly, Perfect Competition and Imperfect Competition or 
Monopolistic Corapeuuoo We have to deal with the policy 
of a monopolist when he is strong or weak in fixing mono- 
poly pnee, 1 e. on what does the power of the monopolist 
depend? Essentially, one may say that a monopolist is strong 
or not according as he can or cannot raise his price without 
losing customers The abibty of the monopolist to raise bfe 
pnee depends on (be elasticity of demand for his product and 
the elasticity of demand for ius product depends on the availa 
hiUty ot substitutes and substitutes may be close or distant 
Ihe closer the substitutes or the more perfect the substitute 
for hi5 product the greater is the elasticity of demand The 
more distant the subsUiutcs or the less perfect the sub- 
stitute the greater the inelasuci^ of demand The greater the 
elasticity of demand the less powerful Ibe monopolist is to 
change the pnee The more lurfastic the demand the more 
powerful is the monopolist to change the pncc Further, the 
monopolist’s power depends on hu control over the supply of 
the commodity in the market Thus, in the light of these facts 
the monopolist can raise the pnee or not or change the supply 
or not 

The monopobst aims at maximising his revenue If he 
should want to raise bis pnee be might have to reduce bis 
supply and sell a limited amount earning a larger margin of 
profit per unit Otherwise, if be prefers to sell a large 
amount he might cam a smaller margm of profits since a 
larger stock could be cleared at a lower pncc. Thus whether 



he should teslnci his supply or enlatga it depends upon which 
alternative would yield the largest monopoly revenue How 
does the monopolist reach this opumiun point m his output 
1 C the output which maxtimses his revenue? The output 
which IS most profitable could be determined if the monopolist 
knows the demand schedule for bis good and thereby the 
elasticity of demand for his commodity In practice a mono- 
polist can seldom gam accurate knowledge of demand 
schedule and elasticity of demand Therefore he can only 
discover the best output the method of tnal and error i e 
by altenng his output and the price correspondingly to reach 
the optimum In theory we shall assume that the monopohst is 
armed with accurate knowledge of elasticity of demand on 
the basis of which he could determme the optimum output. 
To determme the optimum output (he monopolist has to take 
into account his receipts and his costs If hy expanduig out 
put he should add to hts receipts more than to bis costs bis 
profits wtU increase by expanding output On the other hand 
by doing so if he should add to bis costs more than to his 
receipts hts profits would diminish The monopohst there- 
fore can continue upto the point where he adds equally to 
hu receipts and to hts costs te the addition to his costs is 
equal to the addition to bis receipts 
This can be explained by the following example^ Suppose 
a carpenter makes 100 chairs and sells them at £5 each If 
he sells 101 chairs the addition to bis receipts will be £5 
Similarly the addition to the costs will be the cost of making 
one more chair If however the carpenter can sell 100 chairs 
at £5 each but to sell 101 chairs he has to reduce his price 
uniformly by 6 pence and sell 101 chairs at £4-19-6 the 
increase in his total revenue due to the 101st chair is the total 
revenue of 101 chairs minus the total revenue of 100 chairs 
Thus £502 9-6 £ 500^0-fc29-6 will be the addition to his 
total receipts made ny an increase m his output Marginal 
Revenue therefore may be defined as total revenue from “n ’ 
units minus total revenue from (n-1) In our example 
n — (n— 1) is lOl — ^01 — 1) or I 
Subtracting the total n-venue of 100 chairs from the 
total revenue of lOI chairs we get £2 9 6 
• Monopoly E A G Rob nson ch I 1952 
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Hus IS called marginal rc^iawic Tbe sire of the marginal 
rc\cane depends on the pnce and the reduction m the pnce 
necessary to sell a larger output, and the extent of the fall 
in pnce depends on elasticity of demand Thus if the re- 
duction in pnce were considerable then marginal revenue may 
bccom'" zero or negative, eg if the pnce of 101 chairs were 
£4-19-0 then marginal revenue will be — 1 Sb. Therefore 
marginal revenue is negative We may infer from this that 
if the demand is inelastic the total receipts from selling a larger 
output will be less than the total receipts &om sellmg a smaller 
output If demand is elasbc tbe total receipts from soling a 
larger output will be greater than the total receipts from seltog 
a smaller output and therefore marginal revenue will be posi 
tive If elasticity of d-mand were equal to 1 or unity, le 
demand is neither elastic nor inelastic total receipts from sell 
ing a larger output will be the same as those from sellmg a 
smaller output so that tbe marginal revenue will be tbs same 
Thus only if demand were elastic it is worthwhile for the 
monopolist to expand ontpnt 
The monopolist can maximise his revenue by equating 
marginal cost with mareinal revenue In our example the 
maigioal revenue was £29-6 Tie mosopohst can expand 
oQCpu* until tbe marginal cost rises to £2 9-6 marginal cost 
bemg the additiou to total cost due to one more unit of the 
commodity the cost of 1 more chair (the lOlst chair) m oor 
example Agam marginal cost may be defined as &e total 
cost of “n” units minus the total cost of “n"-l units Agam 
in our example it would mean the total cost of 101 chairs 
minus the total cost of lOl-l or 100 
The relationship between margina! cost and average cost 
has sigmficance m the theory of •value. If the margina l cost 
is greater than the current average cost, the average cost mes 
If the tnaiginal cost is less than the current average cost, the 
average cost falls If marginal cos* and the average cost 
are equal, the average cost remains constant This could 
be illustrated by the example of a cncket-r Suppose the 
average m 5 innings is 20 runs tbe total would be 100 runs 
and in the 6th innings if marguial score or additional score 
IS 80 tbe total will be 180 and the average will be 30 Thus 
marginal score 80 runs beine greater than the average score 
10 
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20 runs, raises the average sctve to 30 runs If, however, the 
score tu the 6th mnmgs ts 14 russ, then the total foe 6 mn 
ugs will be 114 and the average for 6 innings will be 19 
Hence the marginal score 14 runs, being less than the cur 
rent average 20 runs, lowers the average to 19 runs If the 
score m the 6th innings were 20, the total will be 120, the 
average wiU be 20 and here the marginal score 20 runs being 
equal to the current average score 20 runs neither raises nor 
lowers the average score, le the average remains constant 
This relationship between the average and the marginal is 
important in production. 

The relationship between the Marginal Cost and Marginal 
Revenue on which the net profits of the producer depend may 
be shown m the following tables** 



Selling 

Toiai 


Marginal 

Cham 

Price 

Revenue 


Revenue 

99 

£5 0 6 

£ 497 

9 

6 

£2 11 6 

100 

5 0 0 

500 

0 

0 

2 10 6 

101 

4 19 6 

502 

9 

6 

2 9 6 

103 

4 19 0 

504 

IS 

0 

2 8 6 


Total 

Mareinal 

Total 

Cham 

Cost 

C^sl 


Profits 

99 

£ 402 10 0 

£ 2 

!0 

0 

£ 94 19 6 

too 

4<M 19 9 

2 

9 

9 

95 0 3 

101 

407 9 3 

2 

9 

6 

95 0 3 

102 

409 IS 6 

2 

9 

3 

94 19 6 


If we compare these two tables you will observe that when 
101 chairs are sold, marginal cost and marginal revenue are 
equal at £2 9 6 and the total profits are maximum £95 0 3 
But when 99 chans are sold marginal cost is less than mar 
ginal revenue and profits are not maximum When 100 chairs 
are sold still marginal cost is less than marginal revenue But 
profits are maximum when 101 chairs are sold But since 
marginal cost is less than marginal revenue for 100 chairs 
the carpenter can continue to expand his output until margi 
nal cost- marginal revenue When 102 chairs are sold margi 
nal cost exceeds marginal revenue and therefore profits are 
tiGL maxunjim. dliLStraSmu. sha’ws. Oja.*. t.bit «;sJ:<5djiR)Bt 

• Ibid 
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under monopoly will maxumse \as profits by balancing his 
maipmal cost and his marginal Tcvesnc;. 

The IS true of a prodneer under compcBtion How 
ever, unlike under monopoly, unite competition, the pnee is 
fixed by the marlct and cM by a single producer Therefore, 
a producer under corapcBtion can sell more or Jess at the 
pnee By selkng an extra unit the margmal revenue 
gamed will be equal to pnee For example, the producer under 
competition can sell 101 chairs at the same pnee as 100 
chairs The marginal revenue ihcrcfote from 101 chairs will 
be the total revenue from 101 chairs minus the total revenue 
from 101 1 = 100 chairs The total revenue of 101 chairs at 
£5 each is £505 The total revenue from 100 chairs at £5 each 
js 500 and marginal revenue is £505-£500=£5 And the 
marginal revenue £5=tbe pnee £5 Under monopoly marginal 
revenue from 101 chairs was £2 96 while the price of 101 
*,hairs was £4196 each. Ttieieforc Margmal revenue is less 
than price 

Bot under coapehaoa again the producers can expand out 
put till marginal cost equals margmal revenue which“the 
jmee Therefore, under monopoly and competiuon the point 
of optimum output is where maigina! cost and maiginal re- 
venue are equal The situatroa under competition will be 
ifiustrated in die following tablet 


Output 
(in tons) 

Tool 

Cost 

TouJ 

Revenue 

FITT 

Revenue 

Aisretool Cost 
(per toa3 

0 

200 

0 

-iOO 

— 

5 

215 

46 

—170 

300 

10 

225 

90 

— I3S 

2.00 

15 

231 

135 

- 96 

1 20 

20 

237 

ISO 

— 57 

1.20 

25 

242 

225 

— 17 

1 00 

30 

249 

270 

+ 2( 

140 

35 

257 

315 

+ 58 

I 60 

40 

274 

360 

+ 86 

3 40 

45 

306 

405 

+ 99 

640 

50 

340 

450 

+110 

6 80 

ss 

385 

495 

+no 

900 

60 

450 

540 

+ 90 

1300 

65 

535 

555 

+ <0 

1700 

70 

644 

630 

+ 14 

2180 


> Etonomie AnoSysu, Keoceih E. Bouldiag, ch 22. 19S1 
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We base Hus table on certain assumptions First, the pro- 
ducer IS operating under competition Therefore, he can sell 
any amount at the pnce in the market Secondly, the pnce is 
assumed to be $9 per too The commodity is coal The table 
illustrates the relationship between marginal cost tind pnce 
under competition and when the two are equal, profits will 
be maximum In this table, profits are maximum for output 
between 50 and 55 tons and they are $110 Only when 55 
tons are produced the marginal cost is=the pnce at $9 When 
50 tons are produced marginal cost is less than pnce There- 
fore, there IS scope for expansion until marginal cost^pnce 
Summing up the mam conclusions of our discussion we 
say that under monopoly the producer maximises his profits 
when marginal cost=ma^imI revenue But under monopoly, 
since the monopohst can sell more by lowermg his pnce. the 
margmal revenue is less than pnce Therefore, under mono- 
poly pnce IS greater than marginal cost and marginal revenue 
Under competiuon the producer maximises his revenue when 
marginal costBmargtoal revenue But under competition the 
producer does not have to lower his pnce to sell a Iai:ger 
amount He can sell any amount at the same pnce. Hence 
price-marginal revenue But marginal revenue»margmal cost 
Therefore, under competition price-marginal cost and margi 
nal revenue 

Perject Compeuston 


1 COST AND REVENUE 
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Figure 49 
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Uj«Jcr perfect compclibon the optimum output is achieved 
when marginal cost and marginal revenue are equal Secondly 
pnee - marginal cost and marginal revenue Both these coo 
elusions are portrayed by this diagram m which v.e have mar 
ginal cost curve and average revenue or pnee curve which is 
the same as the marginal ttvenne curve We have a straight 
line hoftrontal and parallel to OX to represent average re- 
venue and marginal revenue Under perfect competition 
averace revenue and marginal revenue are identical, average 
revenue being price In perfect competition anv amount can 
be sold by the producer at a given pnee Since the monopolist 
has control of the commodity, pnee vanes with the amount 
whereas under perfect compcuuon the producer takes the 
pnee as given and sells whatever he produces The addition 
nude to total revenue will be equal to the pnee at which it is 
being sold m the market Under competition there is no 
difference between marginal revenue and pnee 

Secondl) the curve is a straicht line under coropetitioQ 
showing pnee as constant Any amount can be sold at thus 
pnee Thus, the avTrage revenue curve or the price curve m 
the diagram is also the marginal revenue curve The most 
profitable output is OM 0\t output is the best output since 
for that output marginal cost and marginal revenue are equal 
This is shown by the lolcr section of marginal revenue curve 
and marginal cost curve at point P le both marginal cost 
and marginal revenue ate Ptf ptf reprcsenls marginal re- 
venue marginal cost and average revToue or price Thus the 
twTS conclusions under competition are both seen in our figure 
above I When marginal cost equals marginal revenue, pro- 
fits are mavimum le the opiimum output which means the 
most profitable output of the producer is the one for which 
marginal cost and maiginal revenue are equal la the dia 
pram when output is 0\f, marginal cost and marginal 
revenue arc equal at Ptf If output were more than 0\f say 
0\f, then marginal cost will exceed maivma! revenue, 
marginal cost beinc PiUi and mareinal revenue rtf Simi- 
larly if output were less than 0\f. say 0\f, then marginal 
cost will be less than mammal revenue marginal revenue be- 
ing rtf. marginal cost being r^f^ Therefore m either case 
when the output is Otf, and profits will be less than 
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maximum 2 Under competiUoa. pnee equals marginal 
cost and marginal revenue for an optimum output Thus 
for output OM pnee is and marginal cost and marginal 
revenue are also ?M, smee /* is the point of intersection 
between marguial revenue curve and marginal cost curve 
This is the diagrammatic representatiou of the equilibrium of 
a firm under competition le the position of a firm when it 
earns maximum profits 

Similarly we may show monopoly graphically 



Agam, the vanous rebtionships between marginal cost and 
marginal revenue and price are brought out m this diagram 
showing monopoly Here, nnbke m the last diagram, we have 
two SEptmfte cams ior trmage icwntie and margma'i revenoe 
and the two curves slope downwards to the nght The signi 
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ficaisrc of a downward sloping average reieaso curve — AR 
IS that under tconopoly a larger output can be sold at a lower 
pnce Therefore, the average reveaos carve slopes down 
wards to the nght Marginal revenue curve we observe is to 
the left of the average revenue carve Marginal revenue curve 
is b-low average revenue cone showing that marginal revenue 
(at any point) is less than average revenue or pnce Further, 
the marginal revenue curve hes below the avera-^c revenue 
curve since only when marginal revenue is less thau average 
revenue average revenue can faD. ^'hat ts the mammal 
revenue m our diagram*^ It »s C^{ C bemg on the marginal 
revenue curve CM Kpecssots the marginal revenue when 
output OM and PM represents average revenue or pnce, 
P being on the averaae revenue curve Thfreforr PM is 
greater than CUf re price is greater than mammal revenue 
Bat marginal revcaue*marginal cost Thus, one of the con- 
chmons under monopoly, looking at the diagram is that 
pnce IS greater than marginal cost and margmal reve- 
nue and maretoal cost are equal and the optnnum 
output under monopoly w the one for wbch marginal cost 
and ffiarginal revenue are equal Therefore. OM emits of output 
m the diagram wQl be the optimum because for that output 
marginal cost and marginal revenue are equal at CM llus 
diagram differs from the previous one m that the average 
revenue curve or the pnce curve slopes downward to the ngbt 
and the marginal revenue curve lies below the averaae revenue 
curve so that average revenue or pnce is above marginal 
reveoo- 


II AVERAGE COST MASCrVAL COST RFIATIOSSHIPS 

We shall give tables' to show how marginal cost aii<t averaee 
cost are related to each other Marginal cost may be defined 
as the rale at which total cost increases as ocQiut increases 
In other wwds, the marginal cost N Barts of output is the 
total cost of n units mums the total cost of n- 1 units Av era;- 
cost IS the total cost ol n units divided by n. If we know 
the averaee cost of different amounts of output, we may 
derive the maruinal cost. Even so if we know the mamnal 
• Efonomet cf Imperfect Cempetaton Joan Robrnson ch. 2. t950 
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cost of (lifTerent aroounts of output we tsay denve the average 
cost 


Units of 

Average 

Total 

Marginal 

output. 

Cost 

Cost 

Cost 

10 

20 

200 

— 

II 

21 

231 

31 

12 

22 

264 

33 

13 

23 

299 

35 

This table shows 

how 1 

marginal cost can be determined 

when the average cost of various amounts 

is known Tbus 

from the output and the average cost we can find out the total 

cost For 10 units 

total cost is 200 and 1 

fc« 11 units it is 

230 so that marginal cost of 11 units is 231 

-200=31 There- 

fore marginal cost ' 

can thus be determined 

when the output 

and corresponding average costs are given 

In this we are 

assuming increasing 

costs 

Both marginal 

cost and average 

cost are rising wuh increased production 

We may take 

figures to show diminishing costs 


Umtt of 

Avenge 

Total 

Margirtsl 

oulput 

Coji 

Cost 

Cost 

to 

20 

200 


II 

19 

209 

9 

12 

18 

216 

7 

13 

17 

221 

5 

In this table we 

have diraintshiog cost 

Again we may 

derive marginal cost 

; from 

average cost by calculating total 

cost Further costs 

may 

be coQtstant neither falling nor 

nsing 




Units of 

Average 

Total 

Marginal 

output 

Cost 

Cost 

Cost 

10 

20 

200 

_ 

II 

20 

220 

20 

12 

20 

240 

20 

13 

20 

260 

20 


In thjs both marginal cost and average cost are equal and 
consequently costs are constant The first table shows uicreas- 
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mg costs and m xt marginal costs were above average costs 
The 2nd table shows dmuntshing costs and m « marginal 
costs were below average costs and the 3rd tabic shows con- 
stant costs in which marginal and average costs were equal 
Therefore, we may again emphasize this important relation 
ship between the marginal and average as they relate to costs 
1 So long as marginal cost is greater than average cost, 
average cost increases with output 2 So long as marginal 
cost IS less than average cost, average cost decreases with out 
put 3 If marginal cost equals average cost, average cost 
remains consant 

Now we shall show these relationships between average and 
marginal costs in the following diacrams 



The average cost curve and marginal cost curve slope 
downwards and subsequently slope upwards When this hap- 
pens marginal cost curve crosses average cost curve at the 
lowest pomt of the average cost curve Now this diagram re- 
flects the 3 relationships between the marginal and the average 
Thus, upto the point of intersection, the marginal cost curve 
and average cost curve are elopmg downwards to the right 
and the marginal cost curve a below the average cost curve 
Once the marginal cost curve gets above the average cost 
curve which it does when it crosses the average cost curve, 
the marginal cost carve will be above the average cost curve 
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Therefore upto this point— as output is expanded costs are 
diminishing. i e the maigmal cost and average cost are falling 
and as we have seen average cost can fall only when mar 
ginal cost IS less than average cost At Q both marginal cost 
and average cost are equal since the two curves intersect at 
Q Bui beyond Q as output is increased costs nse, le mar 
gmal cost and average cost increase and average cost can nse 
only when marginal cost is above average cost Therefore, 
this diagram illustrates the rclatioaship between the average 
and marginal costs In this, first the costs Call and subse 
quently they nse Therefore, the marginal cost curve must 
cross the average cost curve at the lowest pomt of the average 
cost curve because at <2 tn the diagram when the tnargmal 
cost curve crosses the average cost curve, marginal cost ex 
ceeds the average cost and therefore, from Q the average cost 
curve will begm to nse Before Q, marginal cost curve is 
below average cost curve Therefore, the average cost curve 
slopes downwards Hence Q marks the lowest point on the 
average cost curve 



This IS a variant of the same type of diagram Q marks the 
highest point on the average cost curve through which mar 
ginal cost curve passes In this we assume costs to nse first 
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and fall subsequently But the relationstup between the average 
and marginal costs holds good Thus, upto Q both margi 
nal cost and average cost curves nse Beyond Q they fall and 
opto Q the marginal cwt curve is above the average cost 
curve showing that the average cost can nse only when the 
ma r^rtui cost 13 greater the average cost Bejond Q, the 
average cost curve and the margjnal cost curve both slope 
downwards showing that the average cost can fall only when 
the marginal cost is less than the average cost In this dia 
gram the marginal cost curve crosses the average cost curve 
at the highest point of the average cost curve, Q At Q the 
average cost changes direction Upto Q it rises and from Q 
It falls because upto Q marginal cost curve u above the 
average cost curve showing marginal cost is greater than 
average cost Beyond Q, marginal cost curve is below the 
average cost curve showing that average cost diminishes 
Thus, when costs are first nsmg and subsequently fatimg the 
marginal cost curve will pass through the average cost curve 
at the highest point of the average cost curve 



We may denve the marginal cost from average cost dia 
grammaticaUy We have seen how marginal cost may be deter 



156 LECTURES ON ADVANCED ECONOMIC THEORY 

mined when average cost nod output are known Graphical!)', 
we may show how marginal cost may be denved from average 
cost when we know the slope of the average cost curve 
AC IS the average cost curve For output OQ the average 
cost IS D^) Therefore the total cost OQ is ACX total 
amount, i e the product of AC and the number of units In 
the figure ii is the rectangle OBDQ OBDQ, therefore, is the 
total cost for OQ output Similarly, the average cost for GQi 
IS DiCi and the total cost of OQi will be the product of the 
average cost and total units In other words. D,Qi into OQ, 
or the area of rectangle OBD,Q, Therefore the marginal 
cost of output OQ will be the total cost of OQ minus the 
total cost of OQx, 1 e to say the area of the rectangular 
OBDQ minus the area of the rectangular OB,D,Q, Now how 
to derive diagrammaticaUy average cost when marginal costs 
of vanous outputs are known? 



In this MC statsds for Marsti^l Cost curse and suppose 
we have “n” units of a commodity The marginal cost curve 
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shows the addilioQ to total costs with every increase in out- 
put Total costs, therefore, may be defined as the sum total 
of raarginal costs for each output Hence the area under the 
marginal cost curve represents total costs Thus, m the dia- 
gram the cost of one unit ts iho area under the curve for a 
unit of output Therefore, for OQ output total cost is shown 
by the area ACQO, ic area under the marginal cost curve 
for OQ. ic “n” units Thus, when total cost is AEQO and 
OQ or “n” units are produced, average cost will be AEQO 
divided by OQ or “n” units Thus we may denve average cost 
from the marginal cost graphicalty 



This diagram shows that for a given output OQ, the area 
under the marginal cost curve must be equal to the rectangle 
BDQO. The area under the marginal cost curve for OQ is 
AEQO and as we have seen this area AEQO represents the 
total cost ol OQ output and the nctang)e SDQO h the product 
of DQ (average cost) and OQ (total output) which is the 
total cost Hence AEQO and DDQO arc both the total cost 
of OQ output and must, therefore, be equal From this we may 
derive certain geometrical relationships between the marginal 
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•cost curve aod average cost curve One such relationship is. 
i{ the curves, le marginal and average cost curves, are straight 
lines, a perpendicular from any point on the average cost 
curve to the Y axis or OY will be bisected by the mammal 
cost curve 



Soie Make BC®CD to show MC bisects BD 

Construction of the diagram From D on average cost curve 
draw perpendKulars DB and DQ to OY and OX meeting 
OY and OX ai B Ji Q respectively Let the average cost and 
marginal cost curves {AC JE MC) meet OY at A Let the 
marginal cost curve meet BD at C and DQ at E We have 
now to prove that BC=CD, or MC bisects BD We have seen 
in our last diagram that for a given output the area under 
the marginal cost curve must equal the rectai^la under the 
average cost curve Therefore. AEQO will be equal to BDQO 
Hence AEQO minus BCEQO will be equal to BDQO- 
BCEQO Hence ^ ABC most be equal to ^ CDE Further, 
angle /tBC=aBg!e CDE both being nght angles Similarly, 
angle ACB-anglc DCE Therefore, the two triangles are 
equal Hence BC~CD or A/C bisect the perpendicular BD 
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Amtysu 

AEQO= BDQO 

AEQO-BCEQO= BDQO-BCEQO 
AABC= A CDE 
Z.ABC‘^/.CDE 
Z.ACB=E.DCE 
Z.BAC^CCED 
AB= DE 
SC= CD 



Let AC be the average cost curve with OQ as given out 
put The averaee cost for output OQ is DQ How to deter 
nunc the marginal cost of OQ output? From D draw a 
perpendicular to OY meeting OY at B From A draw the 
marginal cost cune bisecting BD at C and meeting DQ at E 
Then the distance EQ is the marginal cost of output OQ 
Therefore when we know the average cost, we can find out 
the marginal cost. There is another way which is simpler 
of determining the marginal cost when average cost and out 
put are known 

Thus we know the slope of the average cost curve which 
IS made a straight line for convenience and output OQ The 
average cost of OQ output is as before DQ To find out 
marginal cost agam we erect ecnmiinates to meet OY at B 
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02 the assi22p202 of Straight line corves, these diagnmjs- 
were constructed Suppose the average cost curve is not a 
straight line but a curve, what tbeii? 

OQ IS the output and DQ the average cost of OQ To 
determine the mrimnal cost, draw a straight lute tangential 
to AC at D meeting OY at As before, from D draw a 
perpendicular meeting OY at B TTiea, either >ou can 
draw the marginal cost curve bisecting BD at C and meet- 
ing DQ at £ or measure the distance AB and mark off the 
same distance from D on DQ, and EQ win be the marginal 
cost 


m. MLY-TIPLE EQVTLIBRIVM CSVEZ MONOPOLY 

We pass on now to consider what is caDed the Mulnplo 
equihbnum of the Monopolist Till now we assumed a. 
Single pomt where marginal cost and maipnal reveane were 
equal both under competition and monopoly and where 
marginal cost and margutal revenue were equal, then the 
6m wns m equihbnum. It is quite possible that there may 
be several points, not just one. where the marginal cost and 
margmal revenue are equal $o that the &im may be m 
equilibnuin by producing different outputs Such a sirua&oa. 
IS desenbed as Multiple equilibnuiQ, tlut is to say, a mono- 
polist may be m equilibnuin by ptoduemg a certain amount 
Zf he should produce further again at a later stage m erpan 
sioa he may once again be in equilibnuin but the monopolist 
having obtained an equflibnum posiuon may not produce 
further to reach another equdibnum position. Mulnple 
eq uDibnum ts due to vanoos elasbcty of demand tor tn e 
product o%er different lang^ of^nre EIaiHciiy''ordemand 
TOdtt given condiOons migHt Pc tcHectsd m the slope of the 

demand curve, lc the steeper the slope the more inelastic 

the demand and the fiauer the slope the more elastic the 

demand and the slope of a demand curve may change when. 

over diffcrsit price ramres, consumers r espo nd differently to 

changes in pnce 

Here we have a demand carve DD which is otherwise called 

Average Revenue Ctove whose slope alters over different 

ranges of price Thus, over ttm range OA to OB le as the 
ti 
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price diminishes from OA to OB, demand is inelastic Over 
the range OB lo OC the slope o£ the demand curve is flatter 



than APi. and demand is more elastic But once again below 
price OC demand becomes inelastic as shown by the steeper 
slope of the curve beyond point P* Thus, elasticity of de- 
mand may vary when the demand for the co*amQdity comes 
from different income groups When consumers of a certain 
income group bad not bought the commodity before, they 
michi buy when its price falls and the sales of the firm in 
crease more than proportionate to the fall in the pnee Thus, 
a flew group of consumers may enter the market when the 
pnee is between OB and OC and add to the total demand 
Then elasticity of demand changes with pnee The demand 
curve will have different slopes When the slope of the 
demand curve or the average revenue curve tends to be 
yiteeper or flatter, the marginal revenue curve wiU also have 
indifferent slopes Under monopoly, to s ell a larger outp ut, 
the monopolist must lower bis price. 'Ey how much be must 
lower Tt depends on the elasticity of demand If demand is 
inelastic, induce a greater demand, the pnee reduction must 
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be appreciable so that there is a fall m the marginal revenue 
On the other hand if de mand » clastic to mducc a greater 
demand a flight reduction in price may b e enou gh Then 
marginal revenue might not fall to much Thus” the slope 
of the demand curve aad of the marginal revenue curve are 
both governed by the elasticity of demand for a commodity 



Nou Jiut as the demand curve dips and rises so also tdzt 
ginal revenue curve dips and rises and falls again 

Let us go back to Multiple equilibnum and show how 
multiple equilibnum can be represented by means of these 
curves the demand curve or average revenue curve and margi 
nal cost curve and marginal revenue curve. 

One point should be noted in this diagram and that is the 
varying slope of the demand curve AR and the varying slope 
of the marginal revenue curve When the demand curve does 
not have a consistent slope and when the demand curve does 
not fall steadily due to changing elasticity of demand the 
marginal revenue curve will have a changing slope because 
&otfi demanef and marginaf revenue rfepeaf on efastcity of 
demand in the market 

Secondly the marginal revenue curve MR and the margi 
cal cost cune MC iniersoct each other at numerous points as 
at a c c and so on When they intersect the firm is in 
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equilibnum Each point of intersection denotes equality 
between marginal cost and maiginal revenue When margi 
nal cost and marginal revenue arc equal, profits wiU be 
maximised or the output is optimuoL Thus, at a the pro- 
ducer IS in equilibrium, i e to say when output is OMi, the 
marginal cost and marginal revenue will be equal, at a\fi 



But by exoandicg further once again a new equilibrium posi 
tion might be reached as at e by producing OM*, again 
marginal cost and nuugmal revenue may bo equal But 
baviog reached a by producing OMi, the monopohst will not 
proce^ further to expand the output unless he tnows that 
he can agam reach equilibnum at e when output is OMi 
Multiple equilibnum presupposes knowledge of maTlcet con 
ditions and demand schedules for bis product on the part of 
the monopolist 

In this diagram (Fig 63) the slopes of average resenue or de- 
mand curve and marginal revenue curve are both steady and 
fall consistently But the marguial cost curve is seen to change 
Its slope over different ranges of output The shaded portion 
represents the net profits of the firm The net profits are 
denved by subtracting total cost from total revenue In the 
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diagram total co$t u the area under the marginal cost curve 
aod the total revenue, the area under the margmal revenue 



curve The firm will be ut equiUbnum when marginal cost 
aod maxgiaal revenue are equal, le when in the diagram 
MC aod MR lotersect. If, by expaodmg, margioal cost u 
found to exceed margmal revenue, set profits will diminish. If 
znargioal revenue u found to exceed marginal cost, net profits 
Will increase The firm is m eqmlibnun} at a in the diagram, 
le when output is OAft, margmal cost aod marginal revenue 
are equal and profits are maxunum Beyond OM\ when out 
put IS expanded, marginal cost exceeds marginal revenue as 
shown in the diagram, i e (he marginal cost curve lies above 
the marginal revenue curve But again at c a new equili 
bnum IS attained when margmal cost and marginal revenue 
are equal as shown ut the diagram. ) e the MC and MR 
intersect at c If there riiould be further expansion, mar- 
ginal revenue wiU exceed marginal cost, le marginal revenue 
curve lies above the marginal cost curve Therefore, the 
monopolist can be m equilibrium at vanous points but the 
net profits will be diflcrenl at different points Thus, net 
profits for OMi will be different from the net profits at OM\ 
This situation is called multiple equilibnum of a monopolist 
when marginal cost vanes with ouijmi, njiag and falhag over 
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different ranges of output as shown by the shape of the 
marginal cost curve 

Before we pass on to Discnminating Monopoly, we shall 
consider the diagram showing net monopoly revenue of a firm 
We may show the monopoly revenue by considering the 
marginal cost and the marginal revenue curves and the 



average cost and average revenue curves In the diagram, the 
marginal cost curve and the marginal revenue curve are broken 
and the average cost curve and average revenue curve are 
unbroken First, therefore, takmg the marginal cost and margi 
nal revenue curves — MC & MR the area under the marginal 
cost curve, MC for OM outp ut will be the total^cosl of OM 
output and the area under the marginal revenue curve for 
OM output will be the total revenue for OM output and the 
net monopol} revenue is total revenue minus total cost le 
ACMO or the area under the margmal revenue curve for OM 
output ramus LCMO or the total cost for OM output ACL 
m the diagram, therefore, represents monopoly revenue 
Alternatively net monopoly revenue may be derived by 
considering average revenue curve and average cost curve. 
1 e AR & AC For output OM average revenue is PM 
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Therefore, the total revenue is the product of average revenue 
PM and output OM or the rectangle FPMO The average exist 
of OM output IS MH H being on the Average cost curve 
Therefore the total cost of OM output wll be MHxOU 
(/<Cx total outpirt) or GHMO Thus the total revenue FPMO 
iDinus the total cost GHMO is net monopoly revenue, lc 
FPHG Thus the net monopoly rct«iue for OM output when 
the firm is in cquihbnum et)uals ACL & FPHG 


IV DlsaUMtSATD.0 MONOPOLY 

We go on next to Dtscnminating Monopoly and consider 
the equilibrium of a monc^hst under dtscnminating mono- 
poly So far «e have assumed that the monopolist has been 
selling in a single market or at one pnee However, a mono- 
polist may sell tn several marlets at different pnccs- One 
condition for pnee discrimination is that resale of the com 
modit} must be impossible Thus, if resale were possible then 
the monopolist cannot practise pnee discrunination. For 
instance, if a monopolist sells a too of his product to at 
#10 and to F at ?5, if re-sale were possible B would boy 
from the monopolist at SS and sdl it again to /I at an 
intermediate pnee between #10 and #5 so that both A & B 
stand to jam thereby, le B can cam a profit and A can 
buy from B cheaper thim from the monopoUsL Under these 
circumstances, two pnccs cannot rule m the market due to 
re-sale Only if rc-salc were not possible, due to inaccessibi- 
lity between two custorocra of the monopolist, discnminatmg 
monopoly will be profitable le only when martets arc 
effectively separated, pncc discnmiuatioD will be worthwhile. 
Markets may be thus separated by transput costs or freight 
charges and inertia of cwisumcis to boy from the cheapest 
markcL Therefore, pnce discnminatioa may be defined as “the 
act of selling the same article produced under a single con 
trol at different onces to different coasumcTs” t The power 
to liiscnminats in this way may vary from discnminatmg bet 
ween indindaals to disciiminating between croups of mdm 
duals la the former case there is no fixed pnee and the mono- 
* EMvma ef Imt^erfect Competabii’, Joan Robinsoa, ch tS 1950 
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polist can svll lo each customet, at the price that he can pay, 
ic discnmmauon is bi^ed on bargamuig wilh every customer 
Secondly difTereni prices may bo charced ir ililTcrmt markets 
as for example iii the home market and the foreign market 
For instance, transport agencies may sell their services at 
different freight rates to different classes of clients such as 
those selling bulky goods and those selling light goods of 
high value Assuming that the monopolist can practise pnee 
discnmination in different markets, the question that arises is 
what would be the optimum output of the monopolist which 
when distnbutcd among different markets and sold at different 
prices would vield maximum net monopoly revenue? Since 
the monopolist aims at maximising his profits, how could he 
do so when faced with numerous markets instead of one? 
When the monopolist sells m a single market maximum 
profits are achieved by producing and selling upto the pomt 
where marginal cost and marginal revenue are equal Under 
discriminating monopol) similarly the monopolist to maximise 
his profits will sell in each market upto the point where mar 
ginal cost and marginal revenue are equal However, he would 
sell in each market at a different price depending on the elasti 
city of demand in that market Thus if in the home market there 
was no conipetiiion and hence no competing substitutes for his 
article he would enjoy a larger measure of monopoly power, 
re he can raise his pnee without losing customers In other 
words demand in the home market m the absence of competi 
tion will be inelastic On the other hand in the export market 
where he has to take into account substitutes for his commo- 
dity demand will be elastic so that his power to raise his 
price is limited by competition abroad Thus his pnee vanes 
from one market lo another However the marginal revenue 
under discriminating monopoly will tend to be equal in differ 
ent markets Otherwise if marginal revenue were higher in 
one market and lower in another the monopolist can shift his 
sales from the market where marginal revenue is low to 
the market where it is high for instance, suppose m the 
\Rmtt TKiitgwfiA Tein/at » t pn ‘itfli ifnA m ‘fttt 
export market it is $12 per ton Tf he sells one ton less in 
the home market by shifting it lo the foreign market and 
sell one ton more in the foreien market the net monopoly 
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rcNcnuc itt the home market vnll feU by SlO while it will nse 
in the foreign market by 512 so that between the two markets 
the net revenue will increase by $2 Further as be sells less 
and less m the home market due to the transfer, his marginal 
revenue will nse m the home market as he can sell a decrea 
sing amount at a higher jmcc and his marginal revenue will 
dimmish m the foreign market as be can sell an increasing 
amount at a diminishing pnce so that eventually the margi 
nal revenues in the two markets will be equal Thus under 
^isawiinatiBg wonopoly pnces will be diSerest in different 
markets due to differences in elasticity of demand and 
demand schedules But marginal revenues will be equal 
When marginal reteuues m different markets are equal the 
monopolist gams maximum net monopoly revenue This can 
be illustrated by the following table where we have two dis- 
tinct markets of the monopolist between which he practises 
pnce discnmmaoon t 


PRICE DISCRIMINATION 
(Total sales- 10 tons) 


MARKET No 1 

SALES 

1 

2 

3 

4 

5 

6 

7 

8 

9 

Tont 

PRICE 

18 

17 

16 

15 

14 

13 

12 

11 

10 

Ipei ton 

Total Reveaue 

18 

34 

48 

60 

70 

78 

84 

88 

90 

t 

Mar^al Rev 

16 

14 12 10 B 

6 

4 

2 


(per ton 


MARKET No 2 

SALES 

9 

8 

7 

6 

5 

4 

3 

2 

1 

Tons 

PRICE 

8 

12 

16 

20 

24 

28 

32 

36 

40 

8 per too. 

Total revenue 

72 

96 

112 

120 

120 

112 

96 

72 

40 

1 

Margisiaitiev 

24 

16 8 

0 

1 8 

i6 

24 32 

8 Per ton 

Total Revenue for 
both Markets 

90 

130 

160 

180 

190 

190 

ISO 

160 

130 

t 


* Eeowm c Analysis Keaneth E. Benilding ch 2S 1951 
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If wc look at this table here, we have two markets 1 & 2 
and the total product of the monopolist is 10 tons and this 
IS divided between the two markets Thus, if he sells 1 ton 
10 the first market, he sells 9 tons in the second market and so 
on Therefore, he sells 10 in both markets Secondly, in 
both markets marginal revenue will be ?8 when he sells 
between 5 and 6 m the first and the remaining in the second 
By distributing 10 tons between the two markets and selling 
these at the pnee given, the marginal revenues will be the 
same in both the markets and the total revenue will b« 
maximum, le 8190 The monopolist can achieve maximum 
net monopoly revenue when the marginal revenue in both the 
markets is die same 

In, market No I he sells 5 to 6 tons at prices #14 and 
$13 and in market No 2 the remaining at $24 and 
$28 the prices and amounts are dillercnt but the marginal 
revenue is the same This is a very simple example to show 
what happens under discnmioating monopoly 

Another concept under discriminating monopoly is that of 
total marginal revenue Total marginal revenue may be de* 
fined as the arithmetical average of the marginal levecnue in 
the dilTerent markets Thus if in Market A the marginal 
revenue is $10 and in D, $8 the total marginal revenue is the 
average of the marginal revenues m ^ & B, ic ^*=9 

It should follow, therefore, that if in both the markets the 
marginal revenue were equal, then the total marginal revenue 
will be equal to the marginal revenue in each market Thus if 
la A & B tnarguial revenues were $10 the total marginal 
revenue, the aiithmetica! average, will be lo 

which IS ihe marginal revenue in each of the markets And 
further in each market ibo monopolist would sell upto the 
point where marginal cost^marginal revenue If, therefore, 
marginal revenue la all the markets is the same, and marginal 
cost equals marginal revenue in each market the total mar 
gmal revemifl must be cq^l »a tjha marguni ojst btow tyn: 
conclusion is that under discnnnnatmg monopoly the optimum 
output yielding maximum profits is one for which total margi 
nal revenue=raarginal cost Again we may show this graphi 
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cally Wc shall limit the number of markets to two. one. the 
home market and the other, the export market 



This diagram represents the home market of the monopolist 

RiAx IS the demand curve or average revenue or sales or 
pncc curve and RiM'i (the broken straight ime curve) is the 
m a r ginal revenue curve OjAfi therefore, wjl) be the total sales 
or total output <old and for <7|A| output sold marginal revenue 
-QiN, Wc have marked off the same distance fijNjon OjV.. 
1 C Ot^j Therefore, we may say that marginal revenue for 
0,//i output is either Qtf'fior SiOt and the price at which the 
monopolist wiU sell OJVt ts PjA'i Incidentally, due to mono- 
poly price PiiV, is greater than Further, the monopolist 
realises the best profits jd the home market by selling 
and earning AfiCi (marginal revenue) since margmaf cost will 
be equal to marginal rcvcDue Q,W| when 0,ff, is the output 
sold 

7i^ seoOTKf A&fker or ite fbesigs Afarkw « as ffer 

diagram below; 

In the following diagram the price is lower, i e P/Zx, m the 
foreign market is lower than PjNx Due to elastiaty of de 
mand the monopolist sells at a lower pnee Again RtA, is 
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the demand curve or average revenue curve or sales or pnce 

curve i?jMi is the isargioal revenue curve and the mono- 



polist sells OyV, output and his marginal revenue is aod 
QJ^t is«QiA'i Id the previous diagram, i e S^Ox Therefore. 
SxOx IS marked on the Y axis as a unit of measuring 
marginal revenue m diiTereni markets, i e the marginal revenue 
QiN^ in the home market and the marginal revenue QJ^t m 
the foreign market are both equal to S,Oi because Sfii is 
equal to Therefore, once again in the foreign market 

OjA', will be the best output as marginal revenue QJ^% will 
be equal to the marginal cost Thus, the marginal revenues are 
equal m both the markets and they are equal to the marginal 
cost 

We shall combine these two diagrams to derive the total 
sales of the monopolist in the two markets 

In this diagtam OfAt-OAx plus OAt from the previous 
two diagrams for the home and foreign markets Similarly. 

IS equal to OxNx plus O^x la the previous two diagrams 
As before we can get a demand curve or average revenue curve 
by adding the vanons quaotiues bought in the two markets at 
vanous pnccs, ic we can add the two demand schedules for 
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the tno marLets and oa the basts of the new zsarLet schedule, 
get the demand curve and sinulatly. to get the marginal re- 



venue curve, we may add up the marginal revenue curves (or 
different volume of sales The curve Ii,Ai that will result 
stands (or the demand or a>erage revenue. 

In this diagram whKh ue may call diagram for the total 
market, the total output sold will be which is the sum 
of the sales in the home and the foreign markets The znargi 
nal revenue in both the markets, home and foreign, being 
equal to O^S, in the first diagram the total marginal revenue 
Qt^t m the above diagram will be equal to O^i in diagram 
1 . 0,N, will be the optimum output as marginal revenue 
GjA'i m the ts(o markets will equal maigmal cost as shown by 
the marginal cost curve -JlfC meeting the marginal revenue 
curve — ffj A/» at^j The monopoly revenue in both the 
markets is shown by the area which is shaded 

the shaded area, is equal to the area under the mar 
ginal revenue curve — (or 0,Af» output which is R,QiN,0, 
minus the area under the marginal cost curv’c for output O.I^r 



174 


LECrURBS ON ADVANCED ECONOMIC THEORY 


which js (?,£», A'jO,, le the total revenue minus 

QiQ,N,0, the total cost Therefore, total revenue minus total 
cost will be net monopoly tevcnue 
Therefore, in the two markets tl» monopolist will make 
profits RiQiQi which will be maximum 
We shall next deal with a special case of price discnmina 
tion Hitherto, we dealt with price discnmination practised by 
a monopohst between two markets, one at home and the 
other abroad The elasticity of demand was assumed to be 
greater in the foreign or the export market than in the home 
market so that the monopolist faced competition abroad while 
he enjoyed monopoly at home 
In our present discussion we shall agam assume perfect 
competition abroad and monoiloly at home What is then the 
policy of the monopolist lo the two markets? In the foreign 
market under perfect compcutien. marginal revenue must 
equal pnce because the volune of business will not affect the 
pnee a larger or smaller aD\oant can be sold at the same 
pnce so that an additional ui^t wiU add to the total revenue 
receipts equal to (he pnce mithe market because the addi* 
tiooal unit can be sold at the name pnce as before Further, 
as we have already seen, under pnce discnmioaiioo, a mono- 
polist earns maximum profits from all the markets when the 
marginal revenue is the same m all the markets In our case 
of pnce discnmination the marginal revenue m the home 
market must equal the maiginali revenue in the foreign mar 
ket But the marginal revenue ip the foreign market where 
perfect competition prevails equal pnce Hence, the marginal 
revenue in the home market must equal the pnce in the 
foreign market Thus when monopoly exists in one market 
and competition in the other, for maximum profits, marginal 
revenue m the market under monopoly will equal the pnce 
in the market under perfect coropetitioa Further again as 
we have seen the optimum output under discntnioatmg 
monopoly, in each market is the one for which marginal cost 
equals marginal revenue 'nicrcforc, in the foreign compeO 
tive market marginal cost will be equal to the marginal re- 
venue which is equal to pnce Similarly the marginal revenue 
in the home market must equal marginal cost i e the margi 
nal cost m the home market will agam be equal to the pnce 
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in the foreign market These two conclusions may be shown 
in the following diagram where the output of the moaopohst 
15 divided between the two diffc/em markets and sold at differ- 
ent prices, due to differences la elasticity of demand, demand 
being inelastic in the home market due to absence of com 
petition and demand being perfectly elastic m the foreign 
market due to perfect competition 



The total output is OM and OM js sold in the domestic 
market under monopoly and the foreign market under perfect 
competition The demand iti the home market la shown by the 
curve Di which is sloping downwards to the right indicating 
that to sell a la^er amount, a lower price is being charged 
The demand m the foreign market is shown by D, which is 
» horizontal straight line parallel to OX indicaUng perfect 
ehsticiiy, le la the foreign market the monopolist roust sell 
at the ruling pnet If be should raise his pnce he might lose 
all his customers Further, a horizontal demand curve denotes 
the producer can se}} any nmount at the same pnce 
flfC IS the marginal cost cur>e— the curve which slopes 
upwards to the ngbt The marginal cost curve cuts the demand 
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curve -D, at point P, Hieteforc, marginal cost is P^f 
PjiVf IS also the pnce or average revenue and the marginal re 
venue since under perfect competition marginal revenue and 
price are identical MRi is the marginal revenue curve of the 
monopolist in the home market Margmal revenue curve-A//?, 
slopes downwards to the nghl showing that as more and more 
output IS sold at lower and lower prices, mammal revenue 
diminishes In the home market the monopolist charges PiAfi 
pnce. Pi being on the pnce curve or demand curve-Di m 
the home market Further, the marginal revenue cune Afi?i 
intersects the demand cutve-D, le the marginal revenue in 
the home market CA/, is equal to the margmal revenue P/f 
in the foreign market Therefore, the monopolist sells his pro- 
duct in the home market for price PiA/, and when he sells 
OMi amount, his marginal revenue will equal the marginal 
revenue in the foreign market, le the pnce in the foreign 
market P»A/ Incideaially. lo the home market, pnce ts PvAfi 
and marginal revenue is equal to P|A/ and consequently less 
than the price Since marginal revenue and marginal cost are 
equal in both the markets and margmal revenue m the home 
market equals marginal revenue in the foreign market, marginal 
revenue and marginal cost will be equal m both the markets 
Therefore, the monopolist selk OM, m the home market for 
PiA/, pnce and AfiAf in the foreign market for price 
Then the marginal revenues will be equal in both the markets 
at PiM and marginal costs wjU be equal to marginal revenues 
and the hnn is in equikbnuta in both the markets 
Now suppose there is a fail in the pnce lo the foreign 
market. This is shown by the shift of the demand curve Di 
nearer OX Thus D, {m the circle) shows the shift of the 
demand curve in the foreign market When the pnce has fallen 
the new price is P, (in the circle) Af (in the circle) Then P*Af 
in the circle will be the new pnce and the new marginal re- 
venue in the foreign market the margmal cost curve inter 
sects the new demand curve Da (in the circle) at Pj (in the 
circle) so that the firm ts to equiLbnum in the foreign market 
When the price has fallen in the foreign market and conse 
quenfiy the marginal revenue Inas kaHen m fVie foreign mai'Aift. 
the marginal revenue in the home market must be equal to the 
marginal revenue in the foreign market The monopolist can 
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ssJl a larger output in the boms maikci at a lov^er pnce Thus 
for the margmal leventie la U» boms marLet to be equal to 
FiM (in the circle) the monopolist «.ill sell Otfj (m the 
circle) at PMt (m the circle) pnce Tnca margmal revenue 
and marginal cost will be equal at (in the circle) 

and the firm will be in equilibnum m the home market. 
As a result of the fall m the pnce from P^/ to P,M (m the 
circle) the total output m both the markets decreases from 
0\f to OVf (m the circle) and the output sold m the home 
market increases from 0\t, lo OW, (in the circle) Thus pre 
viously OMi was sold m the home market and A/iAf in the 
foreign market. Sobsequenily. OMi (m the circle) is sold m the 
home market and MiM (m the cade) is sold in the foreign 
markeL The opposite effects will follow from a use m the 
price in the foreign market. 

Wc shall ctmsider next the ctmsequtnces of a nsc m the 
pnce la the foreign markcL Let {£>J represent the demand 
curve and therefore the average revenue and pnee curve in 
the foreign market Then the toul output of the monopolist 
mil be OiSf) the pnce m tlie foreign maiiret mil be (PiX^O and 
the ^moum sold m the foreign market In the home 

market the pnce will be (PiXMi), the amount sold 0(Mi) and the 
margmal cost and the marginat revenue m the two markets 
(P-XAf) When the pnce nses from (P»XAO to PM the demand 
curve or the average revenue or pnce curve moves up and 
therefore the new demand curve la the foreign market is />»- 
Then due to a nse in the pnce m the foreign market the total 
output increases from 0(M) to OVf and further when pnce 
increases from (PjXA/) to PM m the foreign market, the mar 
ginal revenue being identical with pnce also nses from (P»XAO 
to PM and maigmal rc\cnue-PvVf will equal marpi^a) cost 
as shown by P* the pwni of intersection between P, the mar- 
ginal revenue curve and MC the marginal cost curve AVith 
a nse in the marginal rtveoue m the foreign market from 
(P^AO to PM in the home market, under monopoly, the 
mammal revenue must also nss m order that the jmaigaaal 
revenue may be the same m the two markets so that the 
monopolist may earn maximum monopoly revenue from all 
the markets, and in the home market the margmal revesse 
can nse from (PiXAf) to PM, »f output u reduced from 0(Aft> 
12 
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lo OMx and ihe price is raised from (Pi)(M) to PjMj There- 
fore when the price m the ft»eign market nscs. the total 
amount sold between the two markets increases from 0{M) 
to OM the quantity sold in the foreign market increases 
from (A/i)V/ to M,M and the quantity sold in the home market 
diminishes from 0(A/i) to OMi 
After this discussion on Price Discrimination by the mono- 
polist between different markels under different conditions of 
demand we may bneffy consider the theory of pnee discnmi 
nation As we have already seen price discnmmation is prac 
tised ifl the sphere of mtcmalional trade la domestic and 
foreign markets subject lo different slates of demand There 
fore a monopolist can charge different prices and by equalis 
mg marginal revenues and charging different pnees, maximise 
his monopoly revenue Even m tnicrnal trade when markets 
are effectively separated differences in pnee can persist, for 
example a milk producer in (he form of a co-operative can 
charge different prices to domestic consumers and producers 
of butter and cheese Agam. even m rendenag direct services, 
different charges may be made as for instance by doctors and 
!aw>ers Tn transport services railway companies may discn* 
minate between different cusiomers as for instance charging 
different freight rates for bulky and hght goods for expensive 
and cheap commodities for long and short hauls, for carrying 
goods in different directions charging one rale to take goods 
west charging another rate for carrying goods east of charging 
low rates between points where competition from alternative 
means of transport such as roads and waterways exists Not 
only pnee discnmination may be practised by a full fledged 
monopolist but even by a would be monopolist Pnee discn 
mmation may be used as a weapon to suppress and cventu 
ally e’lTnmate competition in the field le by underselling 
rivals bv charging lower pnee Even at the cost of incurring 
losses firms intending to acquire monopoly power may prac- 
tise price discnmination However once competition is eh 
minated the monopolist could raise the pnee without fear of 
losincr customers and make up for past losses It is when in 
tcDdinc* monopolists practise pnee discnmination in order to 
establish monopoly power that pnee discnmination is resented 
by nval firms and it is taken as a symptom of growing mono- 
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poly power and it is regarded as unfair competition and 
pncc^tung 


V DtPERPECr COMPETmoS 

In the Theory of Value jet another situation we must deal 
with IS imperfect competition which is a compromise between 
the two extremes — ^pure monopoly and perfect competition. 
Very seldom pure monopoJ} or perfect competition exists 
Thus, in public utihUes we have a case of pure monopoly and 
in raw materials, especially aenctiliural commodities, perfect 
competition prevails But, normally m other forms of prodne- 
Uon, neither pure monopoly nor perfect competition exists 
Therefore, there is imp^cct competition which may assume 
different forms UVe roonopohsuc compeutioD. perfect 0I150- 
poly and imperfect oligopoly 

We shall discuss each of these various situahons 

Monopolistic Competition 

Under this, man y firms in an industry make heterogene- 
ous products However, th^ are similar to each other 
but cot identical As against monopolistic competition 
there is perfect oligopoly which consists m a few firms 
making a homogeneous product and imperfect oligopoly 
where a few firms sell heterogeneous products Analj-sing the 
situation under monopolistic competition, there are a large 
number of firms so that any one firm has very little mfinence 
on the industry as a whole, le the total supply is not altered 
by the policy of a single mdividoal firm and further, the price 
of each firm will have little effect on other firms Another 
element in monopolistic competiUoa is product-differentiatioa 
This IS indicated by the definition of monopolistic competi 
tioo, that IS to say the products of vanous firms in mono- 
polistic competition are not perfect substitutes However, aH 
of them could satisfy a given want Still, from the point of 
View of consumers the product of each finn has a distinct 
character or quahty and consumers prefer one product to 
another Another characteristic of monopolistic competition is 
the manufacture of goods under different brand names What 
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Js th« effect of product differenmtioD and consequently dtf 
ferences m prices on demand when a single firm alters its 
own pnce'> When a firm, for example, cuts its pnce. it can 
increase its sales to a limited degree and conversely, when it 
raises its price, it will reduce its sales to a Lmited degree 
On the other hand, where there is no product-diSerentiatiOQ 
as under imperfect competiuoa, when a firm lowers its pnce. 
Its sales may increase infinitely and when it raises its pnce. 
Its sales may fall infinitely 

Thus a number of firms under monopolistic competition 
sell sbghtly different commodities The influence of an in 
dmdual firm on the sales of other firms is limited unlike 
under perfect competition. Suppose there are four firms A. 
B, C & D All of them en^ge lo monopolistic competition. 
Suppose A's price is 2t0 per too If it raises its price to $11. 
A would lose some customers who would buy from others 
However, not all customers of A would desert A For 
example, if A were selling at $10 to a 1000 customers at $11 
be would sell to 800 eustomen, le 200 customers would be 
buying from other firms Siimlatly. at $12 A might retain 
500 customers On (he other band, if A should reduce the 
pnce to $9 per ton. A would attract customers from other 
firms Even then, A would not attract all the customers of 
B, C & D but some customers The example given illus- 
trates the limited power of the producer under monopolistic 
competition lo raise and lower his pnce 

Product-differeQUation may be due to the reputation, the 
environment, the personal relationship between the firm and 
the consumer and the distance Of these, the factor of dis- 
tance causes considerable difference in the cost of the com 
modity and its pnce To illustrate the effect of distance on 
cost and pnce, we may take two firms producing a commo- 
dity at the same cost m ibeii faclonesi However, when due 
to difference in the distance to the market, cost of transport 
differs for the two firms there is a redistribution of the con 
sumers buying the products from the two firms, between the 
two firms 
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FtffUff C9 

Note ‘ LKLx bisects AB so that K « equidistant from A & 
B The distance fs SO miles from A io K and K (o 
B AK and KB are equal in length, in other words 

This diagram js based on a few assumptions 
I Tbe cost of the commodity is the tame both in A & B, 
le $10 and the cost of transport >s I cent per ton mile 
Therefore. K being equidistant from A &. B, n consumer at 
K will have lo pay for the product of A SlOJO cents ami for 
tbe product of B $10^ so much so that the consumer at K is 
said to be indifferent between the products A & B However, 
consumers to the left of K will prefer tbe product of A and 
consumers to the right of K. the product of B as it is cheaper 
due to lower cost of transport Thus, on the dividing line 
LKLx all the consumers being equidistant from A & B will 
have no preference for <4 or B so that they bu^ A's or B*5 
product But consumers lo the left of LKLt are a special 
preserve of A and. similarly, consumers to the right of LKLi 
are a special preserve of S Now, suppose (he factory pnee 
of A IS $9 80 and that of B $10 as ^fore Th<fn at K the 
price of X’s product will be $1030 whereas the pnee of B's 
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pTodua will be ilO^O so that at K consumers are no longer 
iDdiflcrent between A & B bvt prefer the product of /I to 
ihat of B. A being cheaper than B However, once again 
there is a boundary dividing AB on which all the consumers 
will be indifleient between A Si B The new boundary, 
separating /I’s market and ITs market, is a hyperbola and 
not a straight line like LKL^. Therefore, now at 5 a con 
Sumer is indilTercnt between A &■ B, since at S the price of 
both A Si D is the same because the price of A will be 
9 80 plus 60=S1040 and the pnee ot B at 5 will be SlO plus 
4O=»tl040 At S. therefore, the pnee of both A Si B wiU be 
the same Consequently, consumers at S will be indifferent 
between A & B and consumers along the new boundary will 
have to pay the same pnee for the products of both A Si B 
and they are therefore indifferent. However, as before, con 
sumers to the left of /ISfl, will be A'% customers and those 
to the nght of R5/?, will be B's customers As a result of a 
fall 10 the factory pnee of A from 110 lo t9t0 A has gain 
ed some of B's customns These are the new customers 
between the two boundaries LKi^ and RSBt Suppose the 
distance AR is 80 miles and RB, 60 miles Then at R the 
pnee of both A Si D will be the same, le tl060 Similarly, 
if we lake any point along RSRu at that point customers most 
pay the same price for the product of A as well as that of 
S and, therefore they will be indifferent between A Si B 
{AR-RB=‘'iX> mis or 20-20 mb) The significance of this 
is that at any point on the hyperbola RSR, if the factory pnee 
is the same, due to transport charges the pnees tend to be 
the same along the boundary and they are indifferent 

When in the case of B there is a fall in the pncc of B to 
S9 80 as in the case of A. the boundary wSl be the same as 
before In other words, costonicrs along LKL) will be mdif 
fereni between A Si B and A cannot any customers 
from B This example further shows how under monopolis- 
tic competition due to differentiation in products caused by the 
factor of distance, each producer has a group of customers 
buying from him and how if he charges his pnee the size of 
his market will change 

In connection with monopolistic competition there is another 
important proposition. le assnnnng freedom of entry in an 
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industry, under njonopobstic competition in the long run pro- 
fits must be normal, normal profits being that lescl of profits at 
which there is no tendency for new firms to enter the industry 
or for old firms to leave the industry When profits arc above 
normal new firms are attracted into the mdustry. while if pro- 
fits are below norma], the marginal firms will leave the indus- 
try When profits are above normal and new firms enter, the 
total output will increase and pnees will fall and hence pro- 
fits Mil fall and become normal again. When profits are below 
normal and firms leave the indnsiry, output is reduced pnecs 
nse and profits nse to the normal IcvcL Thus when profits 
are at the normal level, neither new firms come in nor old 
firms go out This is true of perfect competition and mono- 
polistic competition. Bat however, under monopolistic com- 
petiUon when profits are not normal so that firms enter or 
leave, the changes m output will cause changes in prices of 
diiTereai firms For waroplc. when profits are abnormal and 
the number of firms increases the pnee of each firm for its 
produa may be depressed because there is no one pnce for 
the industry as a whole but as many pnees as there are firms 
Under p^ect compeuuoo when one pnce rules in the 
market, changes in output would alter the pnce which is com 
iDoa to all tbs firms When profits are thus normal and the 
number of firms remains constant, the industry is said to be 
in full equiUbnum, Further, under perfect compeauon. since 
pnce IS given a firm can sell as much as it hkes at that pnce 
But under monopolistic competition a firm has to vary its 
pnce with its output so that a larger output can be sold at a 
lower pnce and hence the marginal revenue would dumnish 
with every increase m output so that cjtpanston of production 
in a firm, under monopolistic competition, is Utmted by dimi 
nishing revenue Secondly, expansion in production is also 
limited by the nse in margmal cost. 

On the other hand under perfect competition maigina! 
revenue does not decrease as output is increased But as out 
put is increased marginal cost will nse and exceed the margi 
nal revenue reducing the net revenue Therefore, the producer 
under perfect competition can expand his output as long as his 
marginal cost is less than marginal revenue or pnce Under 
perfect compciiuon. further, the producer can expand output 
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until his average cost is at a muumuin beyond which if be 
expands any funher, marginal cost wiH overtake or exceed his 
marginal revenue or price 

Under monopolistic competition, the producer will be m 
■equilibrium when his marginal cost and marginal revenue are 
equal But at this pofat his average cost may not be at a 
minimum i e if he should expand his output further, he can 
still produce at a diminishing average cost But his net 
revenue will fall as his marginal revenue will fall due to re- 
duction ip the price necessitated by increased output Hence 
a producer under monopotisuc competition can be in equili 
bnum even when his average cost ts not the lowest. 

hormai Profitj and Monopolistic Competition 

We shall illustrate normal profits under monopolistic com 
petition by taking the example of a ttuihog industry in which 
numerous firms arc engaged m seUing a commodity but cbarg* 
mg different prices as the products of the vanous firms wtll 
be different from each other > lo such an industry if profits 
depart from the normal the number of firms would change 
Thus, when profits are below normal some firms would leave 
and the number diminishes If profits are above normal some 
firms will enter the industry so that profits again will return 
to normal The change in the market from the side of demand 
will change the pnee m each firm in monopolistic competition 
so that the demand curve or the supply curve would shift 

Under perfect compeliUon, pnee being common to all the 
firms changes in supply can be shown by changing the posi 
tion of the supply curve for the industry as a whole and 
therefore the prices of the industry 

Since, however under monopolistic compeuuon each firm has 
a price of its own there is a chance in the pncc in the case 
of each finn when abnomal profits attract new firms and 
profits below normal drive out finns As an example of retail 
trade composed of several firms which are affected by changes 
m profits we may take a senes of firms AJ)C & D and 
examine the position of each firm, when the pwai and , the 
demand (or its product change in Use market 
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First let us take up the first set of diagrams AJB.CJy (Fig 70) 
each representing one firm and m all these the broken curve 
C IS the marginal cost curve Hie dotted curve R is the Mar- 
ginal Revenue Curve and the solid curve S is the demand or 
average revenue or Sales Curve and the solid curve V is the 
Average Variable Cost Curve There are thus 4 firms A,B,C 
&. D Finns A Si B make profits above the normal since their 
pnees exceed their average costs For A the pnee is PiMj 
while the average cost is QtMi From PjQt draw a hori- 
zontal line to meet the Y axis This rectangle represents 
the abnormal profits earned by A “nie bigger rectangle will 
be the total revenue while the smaller rectangle will be the 
total cost Total revenue minus total cost wiU be abnormal 
profits 

In B pnee is P»Mf and average cost is Q»Mt so that pnee 
exceeds average cost and the firm, therefore, enjoys abnormal 
profits But in the case of firm C. price is and average 
cost IS P,Mi because the average cost curve V, and the aver- 
age revenue curve S, both touch each other at P, so that in 
the case of firm C, profits will be normal and. therefore, there 
is no rectangle as in the case ol A & B In the case of D pnee 
ts PMt aitd the average cost QM* Hence Pnee is below 
average cost The firm cannot be m the industry as its costs 
exceed ns revenue Now, therefore, these are the four firms 
A,B,CD, A & B earning profits above normal and 
C earning normal profits while D will not be in the 
industry 

Let us turn to the second set of diagrams (Fig 71) which 
again represent the four firms A B.C,D However, m the case of 
the 2iul set of diagrams there is a change in demand shown by 
a shift of the demand curve in each case which means that 
each firm now sells a larger amount or each firm will sell the 
same amount at a higher pnee Thus A will sell O'l M', out 
put mstead of OiM, and it will sell at pnee P'l M\ instead of 
PiMi Similarly, firms B, C & D will have increased sales 
Consequently, each firm will now earn more profits than be 
fore Thus A will earn a laige amount of abnormal profits 
shown by the larger rectangle Similarly. B will cam more 
profits than before and C which had normal profits previously 
will now earn profits above the normal Thus, in the case of 
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C now there is a rectangle which R-as cot there before and 
firm D which was not m the industry previously will now 
enter the mdostry as it can mate normal profits shown by 
the tangent P« for the fina D 

In the case of each of the finns, /I & P m the fint instance, 
(Fig 70) margmal cost and marginal revenue are equal There- 
fore, they axe both in individual equilibnum. that is to say mthe 
case of A, O^Mi and in the case of B, OiMt w21 be the best or 
most profitable outputs But m cither case, i c in the case of 
A &. B, average revenue is greater than average cost. le Pit/, 
IS greater than GjM, and P»V/, is greater than O-'f, respccti 
vely But m the case of C marginal cost and marginal revenue 
are equal and average cost and average revenue are equal 

at P,Wi 

Thus, m an industry when the marginal cost and mar 
gmal revenue are equal, and average cost and average revenue 
are equal, the industry is in fuQ equHibnusL 

When the industry ts in full equilibnum, profits are normal 
so that the number of finns will be constant. 

Therefore, wo conditions are necessary for full equihbrmia 
of as industry and they are 1 Marginal cost must equal mar 
gifl nl revenue and 2 Average cost must equal average revenue 
When both these are fulfilled the mdustrj will be la equili 
bnum which means profits are normal and when profits are 
n orma l the number of firms will tend to be constanL New 
firms will not have any attraction to the industry and old 
firms will not leave the industry 

We can illustrate these by the foDowmg diagrams (Fig. 72) 


VT EQCTUBRIUSf OVOEK PERFECT COStPETmOV 

In the ne.vt two diagrams we shall show the equilibnum of a 
firm under perfect competition (Fig 73) 

In this diagram, the firm is operatmg under perfect com 
petition. MC is the marginal ctKt curve, AC the average cost 
curve, the honiontal straight Ime the Average revenue curve 
But sauce Average re:vcime or pnee and marginal revenue are 
equal under perfect competmoa. the pnee curve and the mar- 
ginal revenue curve are one and ihe same Therefore, the 



COST AND REVENUE 




MONOPOLY, PERFECT ANT) ISIPERFECr OOMPETmOV 189 

Straight line is both a\ciage revenue and marginal revenue 
curve ^Vhen output is 0\t the firm is m mdividual equHi 
bnum since marginal cost and marginal revenue are PVf as 
the marginal revenue and margina] cost curves intersect at 
point P However, average revenue PM is greater than average 
cost HM so that the firm earns abnormal profits shown by 
the rectangle In this we observe that marginal revenue^ 
price, marginal rev enue= marginal cost and consequently 
pnce=mafginal cost But price is not equal to average cost 
It IS above average cost so that abnormal profits are made 
and; consequently, the industry is not in equiHbnum 

The next diagram shows the full equibbrnun of an indus 
try under compcuuon 

P IS the lowest point on ibe Average cost curve 

In this as before. AfC is die marginal cost curve. AC is the 
average cost curve, ihe horizontal straight line, the average 
revenue and marginal revenue curve Output u OM and pnee 
IS PI/ and profits wtU be normal so that the industiy is m 
full equilibrium and marginal revenue equals pnee P\I Mar 
ginal revenue equals marginal cost- PA/ Therefore, pnee 
equals Marginal costeP^f. and pnee equals averafe cost, 
agun at Pif and marginal cost^average cost at PAf There- 
fore; m these fwo diagrams AP is the average revenue or 
sales or demand curve and ^fR the marginal rev’enue curve. 
AC the average cost curve, A/C. maigmal cost curve OM is 
the output. PV the pnee at which OAt can be sold and HAf 
IS the average cost We will nooce that margmal cost and 
marginal revenue curves uxtcrsect at H through which pnee 
Ime passes showing that ma r g inal cost and marginal revenue 
are equal. Hence the firm is m mdividual equiHbnum. te 
when the firm produces OM output, maigmal cost and margi 
nal revenue are equal However, the average revenue P\f, ic 
pnee IS higher than HAI, the average cost Therefoie. average 
revenue and average cost are not equal Average revenue ex 
ceeds average cost Only one of the two conditions is fulfilled 
namely marginal cost equals margmal revenue but not the 
other, so that the firm earns abnormal profits shown by the 
shaded rectangle. 

The rectangle FPMO is the total revenue and the rectangle 
£H'fO is the total cosi If from total revenue total ct?st is 
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deducted we get the aboonnal profits Tbcrelore, when abnoi 
mal profits are made, the industry is not in equibbnum but 
only the firm is in equilibnum The industry wiU be in equib 
bnum when profits are normal and profits will be normal 
■when average revenue and average cost are equal Thus, in 
the second figure both the conditions are fulfilled i e marginal 
cost and marginal revenue arc equal and average cost and 
average revenue are equal so ibat H & P will coincide at the 
tangent of the average revenue curve and average cost curve. 
1 e PM pnee equals UM average cost so that in the second 
figure the rectangle showing abnormal profits will disappear 
Therefore, when the firm is malting nonnal profits, the indus 
try will be in equilibrium Thus, in another way we may des 
cube full equilibrium by saying that an industry is in 
full equilibrium when the individual demand curve, le aver 
age revenue curve 13 a tangent to the average cost curve, le 
to say demand curve and average cost curve touch each other 
at P 

We shall now examine the proposition that under perfect 
'conapetition a firm can expand producton until its avenge 
cost IS minimum Under perfect competition marginal revenue 
wiU equal pnee But marginal revenue will equal marginal 
cost when the firm produces the best output Therefore pnee 
equals marginal cost But under perfect competition ■when 
there is full equilibnum, pn<» roust equal average cost There- 
fore marginal cost must equal average cost and marginal cost 
equals average cost when it is at a minimum Therefore under 
perfect competition a firm wiH reach the optimum output 
when the average cost of the firm is at a rmmmum If the firm 
should expand its output bejond the point when the average 
cost is at a muumunt the profits of the firm will begin to fall 

In the second diagram the firm would maximise its profits 
when It produces OM output and at this stage in jts expan 
sion avenge cost is the lowest and when the average cost is 
the lowest the marguial cost and average cost are equal at PM 

We shall sum up our discussion on Perfect Competition and 
Imperfect Competition and how an industry or a firm in an 
industry achieves equilibrium Let us consider first Imperfect 
Competition If there should be free entry and if demand were 
ID increase pnee will exceed cost and. therefore, profits above 
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the normal afe njads whjch would attract new firms into 
the industry which would compete with the existing firms for 
the market and thus bring down profits to the normal If 
profits are to remain above normal, then there will not be free 
entry either due to natural or artificial barriers Then the 
industry would enjoy monopoly frofit so that it will con 
linue to have profits above normaL However, if there should 
be freedom of entry and firms do enter, even then, due to 
differences tn the products although the paces charged may 
be less, still the new firms cannot attract all the customers 
from the existing firms Thus, due to product-differentiation 
the market is shared by vanous firms and, mspite of differences, 
in prices, movement of customers from firm to firm will be 
restarted. In an industry composed of a group of firms, the 
industry will be in equaibnum when at a given pace the total 
output neither tends to expand nor contract If. however, the 
output alters, say expands, it can do so if the outputs of m 
dmdual firms expand or if new firms enter the mdustry and 
add to the total output ot because of both these reasons 
Hence there are two coodiuons in eqmlibnum (1) Each firm 
be in equdjbnum such that there is no tendency for it 
to expand or contract (2) The fians shall make such profits 
that the total number of firms in the industry lemains constant 
To fulfill the first condition, a firm must equalise its marginal 
cost and Marginal Revenue and at that point in output the 
total net profits of the firm will be maximum The second 
condition will be fulfilled when the profits are normaL Profits 
will be normal when Average Cost equals Average Revenue or 
price Therefore, under conditions ot free entry, the mdustry 
will be in full equilibrium when Marginal Revenue=MargtiiaI 
Cost and Average Revenue = Average Cost These two con 
diUons are not present always The first condition may be 
present But the second conditioa may be absent IVhcn this 
happens, profits will be above normal or monopoly profits 
will accrue to the indostiy Hence under monopoly full 
equflibnum will not exist as new firms cannot enter so that 
the existing firms will enjoy abnormal monopoly profits as 
pnee or Average Revenue will be above Average Cost Under 
Perfect Competition, Maigmal Revenue will equal pnee 
But Marginal Revenue wiU equal Marginal Cost There- 



192 tECTURES ON ADVANCED ECONOMIC THEORY 

fore, Marpnal Cost must equal price But m Perfect 
Competition, when the mdustry js in full equilibnum, 
pnce will equal Average Cost, i e Average Reve- 
nue=Avcrage Cost Theref«jre, under Perfect Competi 
tion Average Cost roust be equal to Marginal Cost and Average 
Cost will be equal to Margmal Cost when the Average Cost is 
at a mmimum Thus, when the Average and the Marginal 
costs are equal as under Perfect competition, then such a firm 
IS of the opumum size Under Imperfect competition or mono- 
poly Average Cost and Marginal Cost are not equal i e the 
Average cost will not be at a roimmum, because a firm under 
monopoly can sell a larger output by reducing its pnce so that 
the Marginal Revenue diminishes and as a result the total 
revenue would diminish and the firm by continuing expansion 
until It minimises its Average Cost might earn monopoly 
revenue below maumuoi Hie firm under monopoly or im 
perfect competition might, therefore, stop further expansion, 
even when its Average Cost continues to fall Therefore, 
under monopoly or Imperfect Competition as the Average Cost 
need not be the lowest when the firm ts m equilibrium, the size 
of the firm vail not be opumum 


Vlr OLJGOROLY AND DUOPOLY 


Perfect 

In Imperfect Compeution we included monopolistic com 
petition and ohgopoly We have finished monopolistic com 
petition and next we have oligopoly which has two forms viz 
Perfect Oligopoly wherein there are a few firms producing a 
homogeneous product and Imperfect Oligopoly wherein there 
are a few finns producing heterogeneous products The pecu 
hanty of oligopoly is the limited number of producers or 
sellers Thus oligopoly differs from monopoly where there is 
a smgle producer and perfect competition and monopolistic 
competition wherein there arc a large number of firms The 
simplest form of ohgopoly is duopoly with two firms The 
study q( dimpaly dheurates condiUons in. oligopoly la prac 
tice though duopoly m any industry may be uncommon still 
the problems in oligopoly would be similar to (hose in duo 
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poly Hence, a study of duopoly would cover the ground 
covered by oligopoly First, tbereforc, to study Perfect Oligo- 
poly which IS characterised by homogeneous products, we 
must study two firms produemg identical commodities and 
selimg in the market In conditions of duopoly the pnee- 
ontpul policy of one firm will affect that of the other For 
example, if one firm should change its pnee. the second firm 
would be compelled to change its pnce and as a result once 
again the first firm changes its pnce and so on. Thus, there 
IS a chain of reactions set afoot and the two firms will reta 
hate and thus affect each other This, hottever, is not true of 
Monopoly and Perfect Competition In Monopoly, the mono- 
polist IS independent in asmoeb as he can shape his own 
business policy without taking into account the reactions of 
nvals. nvals of a monopolist bang producers producing dis 
tant substitutes for the product of the monopolist. Hence the 
monopolist without fear of retaliation can alter his own pnce 
or output. In Perfect Competition, the producer being one 
among many cannot appreciably affect the total output in the 
matket by altering his own output and. further, the producer 
tinder perfect competitioQ sells at the pnce fixed by mariret 
forces As a result, therefore, the monopolist and the compe- 
liuve producer need cot consider the pohey of nvals In 
duopoly and oligopoly, on the other hand, a firm or pro- 
ducer IS not thus immune to the change m the polity of other 
firms Suppose A & B, two prodneers m duopoly, make an 
identical commodity Then, natber of them can ignore the 
policy of the other Therefore, in regard to oligopoly lUus 
trated by duopoly, fixing of pnce by a firm becomes a 
cult problem In order to annphly onr analysis. -we -shall make 
some assumptions such as on the side of supply, the two tival 
firms are equally eScteat In other w ords, costs of production 
of the two producen are identical or approximately equal 
Secondly, the two producers, ownmg the finns. are of -equal 
loteDigeoce On the side of demand, however, it would be 
more difficult to mate assumptions about the relationship 
between pnce and demand, in ihe case of duopoly or oligo- 
poly. le m duopoly or oligopoly, it n difficuh to determine 
the shape of the Average Revoma or pnce or demand curve 
In the case of monopoly, however, the Average Revenue Cant? 

13 
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may be known, i e the monopolist can determine demand price 
relationships Again, m Perfect Competition where the pnce 
IS given and the producer coold sell any amount at a pnce, 
the producer knows how far be can continue to expand out 
put and sell in the market, the expansion of output being 
limited by the nse in costs But m duopoly when A &. B are 
both producing an identical commodity at the same cost of 
production and selling at a given pnce, consumers would be 
indifferent between products ot A & B Therefore it is not 
possible to say what would be the sales of A & B There 
fore in oligopoly and duopoly which is a variant of oligopoly, 
the Average Revenue curve or the Demand curve is difficult 
To detennme Now the quesuon as to who will first fix his 
pnce would anse? Thus A would wait for B to fix the pnce 
and even so B would wait for A to fix the pnce and so on 
Therefore, pnce determination will involve difficulties due to 
the mutual reactions of the firms Again assuming that the 
firms eventually hit upon a pnce what should be the pnce 
that would maximise tbeir profits The pnces that are fixed 
by the two producers may be the result of mutual agreemeiit 
or the result of independent expenments or the result of a 
pnce-war or pnce cutting by both firms in reply to each other 
However, the pnce which ought yield maximum profits will 
be the one which the monopolist might charge if he were 
to produce the outputs of the two duopohsts Such a pnce 
<the monopoly pnce) in the case of monopoly would maxi 
mise profits Any other pnce charged would lessen 
profits Therefore if lie duopohsts were both to sell 
at the monopoly pnce amved at through agreement or other 
wise, their total profits would be maximum and the share of 
each in the total profits will be maximum Therefore one fact 
which emerges from this js that the probable monopoly pnce 
would be the optimum pnce which vrould maximise their pro 
fits However if one of the two firms say A were to undersell 
B by cutting his price, B would be obliged to retaliate so that 
A as well as B would be getting less than maximum profits 
Thus ]t is not in the mterests of A & B to raise or lower their 
pnces in order to cam at the expense of each other Obvi 
ously if A were to raise his iwice, he would lose his customers 
If he were to lower his pnce B would cut even more There- 
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fore. It would be short sighted for y( or F to indulge in such 
a pnce*war If, however, B were more miclhgent than A if 
A cuts his pnce, B would make an identical cut so that A 
might not retaliate any further But in any event, such pnee- 
cuts, whether identical or otherwise, should reduce their pro- 
fits until they cam normal profits If the firms should conti 
nuc their price war by changing lower and lower prices, pro- 
fits will sink below normal compelling the firms to close down 
To avoid such a disaster and further to earn maximum profits 
the firms should hit upon the mooopoly price which would 
be the opomum pnce In the long run the pnce m duopoly 
would, therefore, range between the monopoly pnce and the 
competitive pnce, the mooopoly pnce yielding maximum pr> 
fits and the competitive pnce normal profits and any pnce 
above the competitive pnce yielding abnormal profits In the 
short tun. if firms continue to reduce their pnccs. the pnce 
would fall below the competitive pnce and profits will be sub- 
normal When profits m the long run under duopoly are nor 
mal, then the industry would be in equilibnum and, therefore. 
It may be compared to an industry under perfect compeuuoo 
earning normal profits One difference between the equihbnum 
of duopoly and perfect compctiiioa is that in duopolj when 
profits are just normal, it may be due to unnecessary pnee-war 
between the nvals In Perfect Competition normal profits are 
due to forces of supply and demand operating in the market 
An analysis of duopoly indicates problems connected with 
pricing of goods under oligopoly. Under oligopoly, therefore, 
the pnce must be the monopoly pnce arrived at through 
mutual agreement or independent pohaes which may ultima 
tcly coincide But where there arc more than two firms m 
obgopoly, it would be harder to amve at an agreed solution. 
Further, if firms m Oligopoly Dumbenng more than two are to 
reach a hannooeous agreement through independent action, 
the likelihood of eventual agreement would be even more re 
mote than under duopoly, that is to say, although problems of 
oligopoly may be essentially sundar to those of duopoly, they 
would be more complex as a result of the greater num^r of 
firms 
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Imperfect 

We shall next pass on to Imperfect Oligopoly which is one 
fottn of Imperfect Compeution In imperfect oligopoly there are 
a few firms making heterogeneous commodities which are close 
substitutes Hic products of different firms differ from each 
other so that each firm would have a clientele or a group of 
customers patronising it Thus pnees may differ between 
firms so that one firm may sell at a higher pnee and still retain 
Its customers due to the preferences of customers for the pro- 
ducts of certain firms Under imperfect oligopoly the simplest 
form is duopoly consisting of two firms producing different 
products Problems of duopoly are similar to those of ohgo 
poly Hence a study of duopoly m imperfect oligopoly indi 
calcs the problems involved in regard to pnee and output 
Imperfect oligopoly differs from perfect oligopoly In Perfect 
Oligopoly assuming the form of duopoly firms A & B would 
both offer identical commodities so that their pnees must be 
identical If A should charge a lower pnee B would cut his 
pnee and in reply A would still further cut his pnee resulung 
in a pnee war TTierefore lO Perfect Oligopoly in the form of 
duopoly firms cannot sell their goods at the expense of their 
nvals In other words firms arc tnterdependeni and act and 
react on each other when they change tbeir policies In Im 
perfect oligopoly once again m the form of duopol> A S. B 
would produce different goods and have different sets o! cli 
ents Inspite of pnce-diffcrences they may both survive side 
by side In these circumstances when already prices differ a 
change of pnee will not affect sales and profits Thus the dan 
ger of price war or pncc-cot is less m imperfect oligopoly 
The equilibrium of firms would be different however in per 
feet and imperfect oligopoly This can be shown graphically 
as follows 

We may recall that in Oligopoly the pnee will ranee bet 
ween the monopoly pnee which is the best pnee and the 
competitive price which is the result of pnee cutting by van 
ous firms under duopoly As a result of pnee war the pnee 
falls to OP which is the ultimate result of mutual pnee cutting 
Therefore Price OP yields nonnal profits If the price should 
fall below OP that is to say if a firm should sell at less than 
OP in the loi^ run it will go out of business since OP is the 
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Average Cost Oa the other hand, if the firm should charge a 
pnce abo>e OP in Perfect Oligopoly cusioiDers will leave the 
firm since the identical coznmodity can be had cheaper troa 
other firtos. The firm further will be selling 01/ outpnt at OP 
price and earning normal profits as Average Revenue or pnce. 
VIZ. OP or Q\I will be equal to the Average Cost, Ee Q is 
the point of tangcncy betuceo the Average Revenue or Pnce 
Curve and the Average Cost Curve The Average Revenue 
or Pnce Oirve u a bonzootal straight line showing that in 
Perfect Ohgopol) where the firms share the marhet and sell 
at one umform price, a larger or a smaller amount could be 
sold at that pnce However, the firm expands its output until 
Its Average Cost is the lowest. 1o the diagram Q is the lowest 
point of the Averace Cost Curve Thus ie firm wiH produce 
upto 0^^ until the mmimora Average Cost is reached and 
thus malrc maximuni profits Thus, the fina will be in equfli 
bnura w’hea it s“Ils 0^/ aaoaat at OP pnce prodacing at an 
Averaee Cost of OP 

This ficure represents a firm under imperfect oligopoly m 
which there is no one umform pnce for the products of differ 
ent firms There may be as many pnccs as products and as m 
monopoly each producer has power over supply and pnce. lc. 



198 


LECTURES ON ADVANCED ECONOMIC THEORY 

IMPERFECT OLIGOPOLY 



be could sell more at a tower pnce and sell at a higher pnce 
a smaller amount nius, the Average Revenue or Pnce Curve 
slopes downwards to the ngbt showing that larger amounts 
can be sold at lower paces than at higher prices 'The firm 
further can earn normal profits by selling OiM, amount at 
pnce OiPt The Average Cost curve touches the Average Rfr 
venue Curve at Qi Therefore, the pnce or Average Revenue 
and the Average Cost being equal, profits are normal How 
ever, the Average Cost is not at a minimum shown by the 
fact that i2i IS not at the lowest point of the Average Cost 
curve This is significant as it shows the equibbnum of a pro- 
ducer under Imperfect Oligopoly which is different from that 
of a producer under Perfect Oligopoly In Imperfect Oligopoly 
as m. Monopoly, the Average Revenue or Pnce Curve is not 
horizontal but it slopes downwards to the nght Hence to sell 
a larger output the pnce has to be reduced so that Marginal 
Revenue will decrease and eventually the total net revenue of 
the producer will fall from the majumum In Perfect Com* 
petition and in Perfect Obgopoly where the Average Revenue 
or Pnce Curve is honzontal, larger sales do not involve the 
lowenng of the pnce so that marginal revenue does not fall 
Hence the only limitation oa the expansion of output is nsiog 
costs The producer, therefore, can expand output so long as 
the Average Cost falls and equals Average Revenue or Price 
When the Average Cost overtakes the Average Revenue, pro- 
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fits Will fall from the ntaximuni In Imperfect Oligopoly and 
Monopoly, limitations on expansion are two (1) Rising Costs 
(2) falling revenues TTierefore the producer cannot expand 
his output tiU the Average Cbst reaches the mimmum because 
of falling marginal and total revenues The producer will slop 
expansion when his Marginal Cost and Marginal Revenue 
are equal At this point, however, the Average Cost may twt 
be minimum Thus, the producer m Imperfect Oligopoly will 
sell OjWj of output for which the Average Cost is QtMx which 
IS not the lowest The lowest Average Cost wiU be represent 
ed by the lowest point on the Average Cost Curve Thus m 
Imperfect Oligopoly the firm wijl be in cquilibnum when its 
M^ginal Cdst and Marginal Revenue are equal and it earns 
normal profits by selling OjA/i output at pnee O^Px which 
equals Average Cost QMi In Perfect oligopoly when the 
Average Cost is the mmimum, the size of the firm is said to 
be opbtnum In Imperfect Oligopoly the firm cannot reach an 
optimum size since when it is m equihbnum, i e when its 
Marginal Cbst equals Margmal Revenue its Average Cost is 
above the muumum 

Let us turn to Imperfect Compeuuon characterised by pro- 
duct'difiereotiation and see bow firms will behave For 
example, suppose there are three firms producing three somo' 
what difierent goods which are close substitutes Farther, sup- 
pose they are making fauly good profits If there should be a 
change in transport costs, resulUng m a decrease in the total 
cost of production, how would a firm react to such a situa- 
tion? If 3 firm should reduce its pnee in response to the fall 
in transport costs, it is likely but not inevitable that other 
firms would reduce their pnces Thus, a change in the pnee 
of one firm might lead to a mdd pnee cutting or pnee war 
which may be detnmental to the different firms, i e profits 
of the vanous firms might declme However, in Imperfect Oh 
gopoly in so far as firms produce diverse commodities differ 
mg slightly they enjoy a measure of independence so that 
unlike in Perfect Oligopoly the reactions may not be violent 
Nevertheless, the fear of retaliation on the part of other firms 
very often prevents any change w one’s pnee Thus, the hmi 
tatioQ on firms in Perfect Oligopoly is one firm cannot alter 
its pnee where as la Imperfect Oligopoly a firm can alter its 
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price but may not Thus, tn practice even in Imperfect Oligo- 
poly firms may be content to enjoy existing profits and there- 
fore might not even under altered conditions reduce or raise 
their prices out of fear of consequences So long therefore as 
they cam reasonable profits they might prefer to continue as 
they are without upsetpng their profits 
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THEORY OF DISTRIBUTION 

t PWONO OF FACTORS 

Wb conclude imperfect competition and go on next to what 
IS traditionally called the Tlieory of Distribution which how 
ever, must truly be called the theory of factcH’ pnces or pricing 
of factors Untd now we have been discussing pncutg of com 
modities in various situations such as monopoly, perfect com 
petition, imperfect compeuiion. monopohshc competition, oligo- 
poly. perfect and imperfect. We turn now to pricing of factors 
which constitutes just an extension of the pnce theory which 
can cover cot only the subject of pnce m relation to ordinary 
costfflodiUes but also factors of productioc The reason why 
modem economists have abandoned the title, “theory of distn 
button.'’ 1 $ that they are theonsts concerned with the forces 
governing the pnce of the vanous factors, land and labour, 
capital and entrepieoeurship called rent and wages, mterest and 
profits The 19th century economists on the other hand, called 
this department of economics Dutnbution as, for political 
and social reasons, they were interested m the distnbuhon of 
the product of industry or the national mcome among the 
different factors, le they were tnlerested in the shares of the 
different factors in the wealth produced Therefore, while the 
earber economists laid stress on the social and pohhcal aspects 
of the problem, today, we are emphasising the theoretical 
aspect of bow the pnce of a factor is fixed Since lactors are 
complementary, the retunis to factors vary with the proper 
don of the factors employed, le different combinations of the 
came factors may yield different outputs Such variations in 
output are governed by the laws of returns 
Thus in studying factor pnces we shall be mvolved in a 
study of the different laws of returns 
In discussing the subject ot comhimtiODs of fartors and their 
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«ffect on the product, we can apply a meUiod similar to the 
one used in the sphere of consumption In produ coon, va rious i 
factors are used in combinations even as in consumption I 
various goods are consumed tn combinations Thus, there is a) 
likeness between the use of the factors and the use of commo' 
dities Again different combinations of commodities may havei 
equal significance, le may give equal amount of satisfaction I 
In like manner, in production we may conceive of different] 
combinations of different factors under given technical condi / 
tions producing equal outputs Just as m consumption to 
simplify our analysis, the number of goods consumed was 
limited to two goods, number of factors used is limited to two 
This simplification is for convenience of representing diagra 
mmatically goods and factors consumed and employed by con 
sumers and producers respectively In the sphere of produc- 
tion, therefore, we can show the different combinations of two 
factors labour and capital measured along the two dimeosioos. 
OX &. OY of 4 two dimensional diagram AH combinattons 
ct X & Y are by assumption yielding an Equal Product 


It eqUAL PRODUCT CURVE 



This IS an 'Equal 'Pro&uct Curve showing lacior labour a'long 
the X' axis and factor capital along the Y' axis One combina 
tjon of labour and capital is represented by point B on the 
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Eqoal Project Qirve B represents tbs ownbinaDoa OL of 
capital and O'f of taboiir Again Bi is another combmatjoa 
on AC and Fi represents OLi of capital and O^f, of labour 
Eiib*r comlsnatjoa can pnxjirs lbs same prodnet te. 10 
tnuts Therefore any pomi «j the Equal Product Cenc re- 
presents a ccm^catioa of labcnr and capital which can jidd 
10 units of a commodity Sometunss tbs eq ual product curv e 
IS cal led Iso Product Qirsu o r Iso-Quan^ Th*Ts are Tanoas 
names eii’ea bv dSerenl aiifESs But fte simplest title is 
Equal Product Cnne Oas otmous resemblance between an 
equal product cur>e as shovm fcere and an mdifferenee cerre 
IS that differe nt combmatioPs along the tss-o curves a re of equa l 
camScance to wodDcers and consumers i.e diffeieni combi 
oatioss of fsetm of an eqeat p rotJU^ o^f^ e prodagg_ aa..cqu3l 
prod aet an d diffwat conbioations of gtxxls on an_iadiffer 
esce curve ji eld egoal gostacbox However, there is one 
difference bemeen an equal product curve and an mdiffer 
eocs cave In the case of the former the p tdoet which is 
the result of the combtcaaoa of fa«ors can b e aeasured tp 
phv ^l lints wllfle the saos facoon /pn * of 

goods th y be measme d. Father, nmilaf to ladiffer 

«Dce maps, one may coastiuci maps Sot equal prtxhici corns 
showing a number of such caiyos which reprrseot different 
amounts of product 


EQUAL FRODOCT MAF 



Fjjnire 
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This IS an Equal Product Map showing a number of equal 
product curves for different amounts of the product Thus 
the lowest curve starts with 10 units of the product produced 
with different combinations of labour and capital The next 
one shows 20 units of the product The highest curve shows 
30 units and so on. Thus the lower equal product carves 
show smaller amounts and the higher curves larger amounts 
-Once again comparing an equal product map with an indif 
ference map in an equal product map the different amounts 
represented by different equal product curves are measured 
exactly in physical umts Whereas tn an indifference map the 
lower indifference curves represent combinauons which yield 
less satisfaction than combinations on higher indifference 
curves Thus we can at best speak of one combination on 
a higher indifference curve being better than another combi 
nation on a lower indifference curve or we may say that one 
combination on a higher indifference curve gives greater 
satisfaction than another combmauon on a lower indifference 
curve But since satisfaction cannot be measured one cannot 
say bow much mote satisfaction ^e can get from a combioa 
tion on a higher indifference curve than on a lower indifference 
curve so much so that to an equal product map each curve 
may be labelled according to the amount of the product as 
m our diagram such as 10 umts curve 20 units curve and 
so on In an indifference map one has to be satisfied with 
mumbenng the curves I 2 . 3 and so on 



Figure 7S 
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Increasing Returns in a combiaaaoa as the variable factor is 
increased, returns will increase Under the Law of Dimmish 
mg Returns, returns will decrease Thus, the product cannot 
be constant Therefore, an Equal Product Curve cannot be 
honzontaJ It must, therefore, be a downward sloping curve 
and not an upward sloping curve, m which case as one factor 
decreases the other factor increases and all combinations of 
the two factors X Y will keep the product constant OR 
of Y plus OQ of X will produce asmuch as OR^ of Y 



plus OQx of X The movcinent from P to Pi along the equal 
product curve involves (he decrease in Y and an increase in 
X so that (he product will be constaoL 
Secondly, like indifference curves equal product curves are 
convex to the ongm. thus: 
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This charactenstic implies that the marginal significance of 
one factor m terms of another factor dimmishss along an equal 
produ« curve In consumption nhere a consumer consumes 
two goods in diferent comlnaatioQs along a given indifierence 
curve, the marginal significance of one good m terms of the 
other good diminishes along the curve The marginal signifi 
cance of good X in terms of good y is the amount of Y 
which can be given up for one more unit of X and along an 
indifference curve, the marginal significance of AT in terms of 
Y dimuushes 

Suppose the consumer is at P Then be has OR of Y 
and OQ of In order to get one more unit of A' i c QQt, 
the consumer must give up RRt ot Y To get one more unit of 
X, 1 c GtGfc the consumer must give op RiR, of Y and sum 
larly to get a third unit of X the ccnsiuser most give up R»Rt 



ot Y Therefore, the marginal significance of QQi of AT in terms 
of y IS JlRj The marginal significance ot CiG* of AT m terms 
of y IS l?iR» of y But RiRt IS less than JU?i Therefore, 
the marginal significance of AT m terms of V has decreased. 
Further, the marginal sitTiificancc of QtGi of X m terms of 
y IS RJif and RtRt is less than RiR^ and hence the marginal 
significance of X has further de cr eased. Then the Tnarginat 
significance of AT m terms of y is seen to dimmish as more 
and more of AT is acquired by giving up less and less of y The 
same is true of factors of production. The marginal signifi 
14 
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cancs of factor X jn terms of Y is the amount of Y which 
can be given up in exchange for an addiuonal unit of X and 
ihe marginal significance of X in terms of Y diminishes along 
an equal product curve Suppose this is an equal product 
curve, and A’ is one factor of production and Y is another 
factor of production Once again what we said before will 
apply At P producer combines OR of Y with OQ of X to 
produce 20 units To use one more unit of X and still be 
<jn the same curve, the producer must give up RRt of Y 
Therefore, the marginal significance of QQi of X is RRt of 
Y and the marginal significance of QiQi of X is RiRj of Y 
and the marginal sigmficance of X has fallen and the marginal 
significance of QjQs of X is R%Rt m terms of Y and the 
marginal sigmficance of X in terms of Y has further fallen 
Thus, to get one more unit of X lesser and lesser amounts 
of Y are given up so that the maigma! significance of X 
in terms of Y along the equal product curve diminishes 



This IS a diagram showing the equihbnum of a consumer 
with a given income buying goods AT & Y at given prices 
With his income he can buy OA of Y or OB of X or com 
binauons of A & Y Since his income can buy OA of Y 
and OB of X, OA of Y must equal OB of X It there were 
no money and X &. Y were exchanged for each other the 
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pncc of X vnll be m terms of Y and that of y la tenas of 
X Hie consumer can reach Q, the point of tancency 
between indifference cime 2 and the price line AB, by mov- 
ing along the pnee line, kavisg behind lower indifference 
ennes and reaching higher indifference curves At the equiL 
bnum posiuoa Q the coasamer will matimisc his satisfac- 
aon since the marginal significance of A' in icnas of Y equals 
the price of A' in terms of 1’. i e the slope of the indifference 
curve 2 equals the slope of the pnee line AB at Q Boi 
at P on indifference curve 1 the marginal significance of X 
in terms of y is ereater than the pnee of A’ m terms of Y 
and as he aapures more and more of A' by gtvmg up y the 
marginal agnifi canes of X m terms of Y dimuushcs, i e as he 
moves from P to Q. he gets mote of X and less of y At 
Q the margiaal significance of .V in terms of y would have 
fallen and become equal to the pnee of A m terms of Y 



We shall apply the analv-sis to an equal product map and 
the equifibniim of the producer Again AB is the price line 
show72'' factor prices m the market, i e. the producer may bu^ 
either OA of >’ or OB of X and the pnees ot X S.Y measar 
cd in terms of each other, i e bow much of A w ill exchange 
for how much of Y will depend upon the rate of exchange 
between A i A At the producer is in cquiLbnum and the 
marginal significance of A m mttns of Y is equal to the pnee 
of A m terms of Y and Q s the pomt of tangeDC> tetwcea 
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the Equal Product Curve and the price line AB Therefore, 
the slope of the equal product curve equals the slope of the 
price line However at P on a lower equal product curve the 
marginal significance of X in terms of T is higher than the price 
of X in terms of Y As the producer moves down from P to 
Q he IS acquirmg more and more of X by giving up Y and 
as he gives up y to acquire more of X the marginal sigm& 
cance of X m terms of Y decreases and equals the pnee of 
A m terms of y at 0 At point P the slope of equal pro- 
duct curve IS greater than the slope of the pnee line showing 
that the marginal sigmficance of X in terms of Y is greater 
than the pnee of A" in terms of Y, while at Q the slope of 
the curve and the slope of the pnee line being equal the mar 
gioal significance of X in terms of Y equals the pnee of X 
in terms of Y The essential point to note is that as the pro- 
ducer moves along an equal product curve the marginal signi 
ficance of one factor m terms of the other diminishes There- 
fore the significance of a convex equal product curve a the 
dimuushiog marginal significance of one factor in tenns of 
the other 

Like the inddlereoce curves equal product curves cannot 
cut each other 



This figure represents two indifference curves cutting each 
other at C and where they cut each other the conclusion is 
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absnid Thus, Ana combination on indifference curve 2 and 
S n a combination on indifference curve 1 A, therefore, is 
belter than B 

Then is as good as C and even so combination B n as 
good as C, C being common to both the mdiffercnce curves 
Therefore A must be as good as P is an absurd conclusion 
On the same Unes, equal product curves cannot cut each other 
as the combination of factors X and Y, viz. A should be 
more productive than the combination of factors B but A 
vnll be as productive as C and similarly. D will be as pro- 
ductive as C and if the 2 equal product curves mterscct this 
conclusion contradicts the previous conclusion, that A was 
more productive ttian B Hence neither indifference curves nor 
equal product curves can intersect. Therefore, the three charac- 
teristics of equal product carves (1) they slope downwards to 
the right, (2) they arc convex to the ongin and (3) they cannot 
cut each other are parallel to the three chaiactenstics of in 
difference curves The method of equal product curves can be 
used in stndymg retums to scale 

m. RSTORNS TO SOttB 

As m consumption, explained in terms of indifference cur 
res, in produetioo, explained m terms of equal product curves, 
the asalj'Szs is apt to be uniealistic because in consumption 
many goods are consumed m combination and not just two 
and in production generally more than two facims are invol 
ved. Thus, for example, labour and capital alone cannot be 
combined without the supervision of an organiser so that in 
reality more than two factors co-operate to produce goods but 
geometrically factors more than two in number cannot be re- 
presented on two dimensional diagrams Therefore, the limi- 
tation renders such an analysis less xealisuc and removed from 
actual practice But nonetheless the method indicates retums 
to vanations in different factors combmed to produce goods 

Retums to scale may be considered in two stages, (1) returns 
to two factors both of which are varying. (2) returns to fac- 
tors one of which is fixed and the other varymg We shall 
first consider returns under factors both of which are varying 
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jn terms of equal product curves Our analysis will be based 
on ibe assumption of perfect competition in the factor market 
so that the prices of the factors in relation to each other are 
given Secondly, the prodneer employs only two factors Under 
these conditions in the market with given pnccs of labour and 
capital the producer can combine labour and capital in 
diBercnt proportions increasing one and reducing the other and 



the pnce line AD represents the relative pnccs of labour and 
capital and market conditions On the other hand the equal 
product map of the producer showing diBcrcnt levels of out 
put represents technical conditions of production under which 
one might produce a given output with different combinations 
of labour and capital and the producer operating under given 
market conditions and technical conditions of production will 
seek to produce a given output as cheaply as he can The 
cheapest combination o{ labour and capital would lead him 
to the equilibrium position which is the point of tangency 
between the given price line and an equal product curve as 
shown in the diagram Q in the figure therefore is the best 
possible combination of labour and capiUl as he can produce 
20 units of the commodity at the lowest cost At Q the mar 
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gisai s>gm£c3Qc« of labour m t^ras of capital equala the pnce 
of labour m terns of capitaL Froffl tbe equal product map 
and correspcoding pnce lioes to reference to each of the cur-> 
ves, vre can denve «h3t is caQed the scale Ime 

Scale Line 
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The diagram represents increasing supply of the product of 
the producer to meet a growing demand A larger and larger 
output IS produced by employing more and more of factors, 
labour and capial Again ihe prices of the factors axe assum 
cd to be fixed by forces of competition so that each price line 
shows relative prices of labour and capita! and each equal pro* 
■duct curve shows the amount that can be produced under given 
technical conditions by vaiying combinations of labour and 
capital But to produce a given output at the lowest cost of 
production the producer will choose the equilibrium position, 
for example, to produce 10 units the equilibrium is Q which 
is the point of tangency between the equal product curve for 
10 units and the price line is the best corabinatioa to pro- 
duce 20 units and Q, for 30 units and so on The curve pass 
mg through QQ\ and Q\ which may be called the 0-Q Qi Q, 
is the scale line which shows different amounts of the product 
produced at the lowest costs o( producuon when the two given 
factors labour and capital are both vanable and the relative 
prices of labour and capital are fixed m the market A producer, 
therefore would move along OQQiQ, the scale line, when 
his supplies vary with demand With the help of the scale line 
we can find out whether, as factors are varying, refums to 
them increase at an increasing diminisbiog or constant rale 

Constant Returns Homogeneous Produciian Function 
We shall first consider constant returns If a given combina 
non of two factors produces a given product and the factors 
are doubled and the product is doubled and when the factors 
are trebled and the product is trebled, the change in the 
amount of (he factors in a certain proportion causes a change 
in the product in the same proportion, i c the change in the 
product is proportionate to Ihe change m the factors employed 
Here we have an example of constant returns Constant returns 
can be shown diagrammatically as follows 
This IS a scale line which, for convenience, is made a 
straight line without bending In the diagram constant returns 
to scale are shown in which the scale line under given pnees 
of factors, labour and capital and given technical conditions 
shows output at different levels and returns to the factors are 
constant along the scale line as shown by the equal distances 
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between equal product curves Thus, OA=AB~BC-CD Here 
we represent returns to scale or, altcmaUvely, returns to out 



!ay la otfaer words the (enns 'letums to scale’ and ‘returns to 
■outlay' auy be used mteicbangeably because when factor 
prices are given and factors are doubled m amount, the outlay 
■on factors u doubted Hence one may speak of doubling of 
product due to the doubling of the factors, labour and capital, or 
the doubling of the product due to ibe doubling of the outlay 
This may be true when we assume that the proportions 
Bx which the two factors are changed remain constant. On the 
other band, if the proportions of the two factors change as out 
put is expanding, then it would be more accurate or correct to 
speak of retunis to outlay rather than returns to scale, since 
when the product is doubled by doubling the outlay on labour 
and capital, the factor labour as well as the factor capital need 
not both be doubled in amount so that the ratio of the two fac 
tors might alter However, the increase in the product is proper 
tionatc to the increase in the outlay Hence, except when the 
proportions of the factors remain constant, changes in the pro- 
■duci must be referred to as returns to outlay When returns 
are constant, as outlay and factors are both tncreased in cons- 
tant proportions, such as it is in the above diagram, it is said 
that tie productive function is homogeneous of the first degree, 
that IS to say. P is the funcuon of the factors labour and capi 
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tal, P being the amount of product and labour and capital the 
two given factors The product is the function of the factors, 
labour and capital means that the product depends upon the 
amounts of the factors, labour and capital used In other words 
the production function Tefci> to the relationship between the 
product produced and the quantities of factors used When the 
production (unclion is homogeneous, if the factors labour and 
capital are changed m any given proportion, the product will 
change in the same proportion Thus, if both labour and capi 
tal were doubled the product would be doubled or if they were 
treb'ed, the product would be trebled When returns are thus 
constant, both to scale and outlay such a production function 
is described as a homogeneous production function or a pro 
duction function homogeneous of the first degree This con 
cept of homogeneous production function is convenient and 
useful in theory In practice however since the proportions 
between factors may tot be constant, while tetums to outlay 
may be constant, production function may not be bomogenC' 
ous In theory, w« assume, that the proponions between differ 
ent factors ate cottsciat, to facilitate anal>sis When we 
assumed a production function of the Xmd given in the dia 
gram, i e a homogeneous production function, returns to scale 
and outlay would be constant Actually however proportions 
vary between factors as production is varied For example* 
when a second storey fs added to a factory building the pro 
portions of land and capiul are altered But the factory with 
an additional storey might be produang double the output 
Hence summing up although id theory for convenience, cons 
tant proportions between factors arc assumed, we have to drop 
this assumption in actual practice 
Another question is whether as the factors are increased, 
returns to scale must be constant or whether returns could 
increase or decrease as output is expanded Again, in practice, 
over certam ranges of output, at lower levels, expansion may 
take place with increasiirg rcturus to outlay and over other 
ranges at hicher levels of output, expansion would involve 
decreasing returns to outlay Increasing and decreasing returns 
to outlav are the result of economies and diseconomies of 
scale, economies arising from specialisation such economies 
assuming various forms such as technical economies, mana- 
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genal ecoDonwes commcrcjal ecoDomics. financial economies, 
risk bearing economies, all of which consiiiuie internal econo- 
mies of a firm and yield increasing returns But expansion be 
>ord a point would cause diseconomies which uouJd reduce 
returns to outlay' Increasing and decreasing returns may 
again be shown on an equal product map 

Increasing and Diminishing Returns 



The scale line represents increased production with combi 
nations of factors which arc the cheapest Along the scale line 
upto R. as output IS increased, returns to outlay increase Be 
yond R along the scale line, as output is increased returns to 
outlay dimioisb Each curve represents an addition of 10 units 
to the total product When output is increased from 10 units 
to 20 units, outlay on factors ucreases 'When output is in 
creased from 20 units to 30 units, the increase in outlay is less 
than when output is increased from 10 to 20 units Similarly, 
the outlay on labour and capital will increase when output is 
mcreased from 30 to 40 units but the increase in outlay on 10 
more units will be less than before This is brought out b> 
the decrease in the distance between equal product curves 
Beyond R for c\erj additional 10 umts of the product, m 
• Slneture cf Comptilitre Indmtry by E A G Robmson 1953 



UNITS OF LABOUR 


10 n 12 13 14 


Figure 01 

Here jn the diagram we have two factors labour and capital 
Capital, as wc see, is fixed at OP while labour is varying 
The horizontal line PP represents different combinations of 
-capital and labour Thus at Q for example, the combination 
IS OP amount of capital and 10 men (units of labour) At fl 
the combination is OP cajatal and 11 men and so on Thus, 
capital is fixed while labour van« and the equal product cur 
ves represent different amounts of the product, viz 20, 24, 27. 
29 and 30 units When OP amount of capital is combined with 
10 men, the product is 20 units represented by Q When OP 
IS the capital combined with 11 men. the product will be 24 
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units represented by R Therefore the addition to the total 
product made by the 11th man le the marginal product of 
11 men is 4 units of the commodity Further when OP capital 
u combined with 12 men the product is 27 units Therefore 
the marginal product of 12 men or the addition made to the 
total product by the 12th man is 3 nmts (27 24) When OP is 
combined with 13 men the product is 29 units so that the 
mai^mal product is 2 units and finally for OP and 14 mea 
the product is 30 units and the margmal product is t unit 
Thus with a fixed amount of capital with vanable amounts 
of labour are combined the fnaiginal product of labour dimi 
tushes We can represent the matgiaal product of different 
amounts of labour by the marginal physical productivity curve 
iMPPC) 



In the previous diagnm the Marginal Product of 11 mea 
was 4 umts of the commodity that of 12 men — 3 units of 13 
men— 2 umts and of 14 men — I umt We shall now plot these 
data on this diagram showing the marginal physical pro- 
ductivity curve It slopes downwards to the right showing 
thst ss tbc j’jrrjbAf Iscice bctc) ax s coaxiassttaa of 

factors is increased the Marginal Product of the variable fac 
tor decreases This tendency is generalised under the t tie of 
the Law of Dimmishing Returns or the Law of Vanablo 
Proportions which may be stated as follows An increase m 
the amount of a vanable factor added to a fixed factor causes. 
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in general, a less than proportionate increase in the amount 
of the product, with given technical conditions” This state- 
ment implies diminishing marginat productivity of the variable 
factor because the total product would increase at a dimmish 
mg rate only when the marginal product of the variable factor 
diminishes This case illustrates the tendency to diminishing 
returns m production When letums dimimsh, dinunishing 
returns are reflected in a downward sloping marginal pro- 
ductivity curve However, over certain ranges of output addi- 
uonal units of the variable factor might add to the total product 
increasing amounts of the product, ic the marginal product 
of the variable factor might increase . when the marginal 
product of the vanable factor thus increases, the marginal 
productivity curve will rise and as the marginal product of the 
variable factor subsequently falls, the marginal productivity 
curve will fall so that at first when the marginal product in 
creases, and the total product increases at an increasing rate, 
increasing returns are reaped and later as the marginal pro- 
duct falls and the total product increases at o diminishing 
rate diminishing returns result 

We shall now represent how returns will behave in a situa 
tion where there is a homogeneous production function under 
varying proportions of factors, le with one factor fixed and 
the others varying Hitherto in our diagram showing an equal 
product map with equal product curves for different amounts, 
viz 10 units. 14 units, 17 units, 19 units and 20 units, the 
physical productivity at the margin of the vanable factor, 
labour, decreased The same fact could be shown m a different 
way in the following diagram 

Again we have an equal product map showing equal product 
curves for I unit, 2. 3 and 4 units of the product and the fixed 
factor IS capital and the variable factor is labour The hon 
zontal line PP which is parallel to OX represents different 
combinations of labour and capital with varying proportions 
of labour combined with a fixed amount of capital To pro 
(luce 1 unit of the product OP of capital is combined with 
OA of labour To produce 2 units, OP of capital is combined 
with OD of labour Therefore the additional 1 unit is due to 
the additional labour AB Therefore, the marginal product of 
labour is added by a greater amount of labour than before 
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This IS shown hy the fact that j4B is greater than OA Again 
to increase the product from 2 units to 3 units, BC amount of 
labour IS employed and BC is greater than AB and finally to 
locrease the output from 3 to 4 units, CP amount of labour 
IS emplojed and CD is greater than BC Thus, to increase lie 
output by the same absolute amounts, mz. 1 unit, each time 
more and more labour must be combined with given capital 
This means that we start with OA umts of labour and OP 
capital To produce I more unit A8 units of labour with OP 



Ftaure P4 
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capital were lequired so that tfie product per unit of labour 
must have diminished and similarly to produce 1 more unit 
again, a larger number of units of labour were required As 
we move along PP. the marginal productivity of labour de- 
creases This shows how when the production function is 
homogeneous when one factor is variable its marginal produc- 
tivity diminishes To prove that whenever proportions be- 
tween factors vary, the margmal productivity of the variable 
factors decreases while whenever all the factors are variable, 
returns are constant the following diagram may be drawn 
OR RS & SQ ate equal The lines tangent to the equal pro- 
duct curves are parallel to each other The hne passing through 
the origin is the scale Ime showing how both the factors are 
vanable Here we have an equal product map with equal pro- 
duct curves for 1 unit, 2 umis and 3 units Tlie scale line 
passing through O shows two vanable Victors labour and 
capital and the returns are constant 
RS & SQ the intersects between the equal product curves 
for I unit and 2 units and 2 units and 3 tuuts. are equal The 
Dne PP IS a honzootal straight line parallel to OX showing a 
fi:ted amount of capital OP used with varying amounts of 
labour We have to prove that when a vanable factor is used 
iQ conjuQcuon with a fixed factor, the marginal producnvity 
of the vanable factor dintitusbes. t e to say as we move along 
PP to produce the same absolute amount of product increasing 
amounts of labour have to be employed In other words, if we 
prove that (he intersect SF between the 2 unit equal product 
curve and the 3 unit equal product curve is greater than the 
intersect ES, between the I unit equal product curve and the 
2 unit equal product curve, the returns to the vanable factor 
are seen to be diminishing The slope of the equal product 
curves on the same scale line will be the same so that the 
tangents of the equal product curves must be parallel If SQ = 
R5 and the tangents are parallel, LS must equal 5M but ES 
is smaller than LS (being a part of LS) Therefore. ES is 
smaller than SF or conversely SF is greater than ES 
This signifies that to prodoce I unit of the product we need 
OA of labour To produce 2 units, we need OB of labour, to 
produce 3 uiuts we need a larger amount of labour The con- 
clusion therefore is that when a vanable factor is used with a 
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fixed factor, the marginal productivity of the variable factor 
must fall 

Until now we have considered diminishing returns shown by 
the Diminishing Marginal Product of a vanable factor when 
we have used it with a fixed factor 



Here is shown an equal product map, each curve represent 
ing difiereot combinations, technically, of diSerent factors 
bbour and capital which produce a given output. OR is the 
scale lice showing expansion of output with the two vanable 
factors labour and capital PP is a honrontal straight line 
showtag one fixed factor and one vanable factor in combina 
tion Thus with OP capital diflereiit amounts of labour are 
combined and as a result, output vanes and upto a pomt the 
increase in output is more than proportionate to the increase 
m the vanable factors shown by increasing marginal producti 
>Tty of labour Thus output increases from 20 to 22. 22 to 25, 
25 to 29 umts as labour is mcreased from 10 men to 11 men. 
11 to 12 and from 12 lo 13 men. the marginal product of 
11 men bemg 2 units, of 12 meo 3 units and 13 men 4 units 
Thus the marginal product increases till 13 men are employed 
Beyond this pomt the increase to the total product is at a 
dimimshii^ rate, le it increases from 29 to 32 umts, 32 to 
34 units and from 34 to 35 umts Thus the marginal product 
of I4 men is 3 units, of 15 meo 2 units, of 16 men 1 unit. 
Therefore, the marginal productivity of the vanable factor 
bbour at first mcreases and subsequently decreases This is 
15 
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SO, whether we move along OR or along PP. Hie first phase of 
expansion is marked by mcreasmg returns and the next phase 
by decreasing returns We can show the trend of the marg inal 
product in the form of a marginal physical productivity curve 
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LABOUR 
Figure 96 

This IS the curve which we get by plotting the points It 
has a nstng slope followed by a declimng slope This is just a 
variation of the previous diagram The trend of the marguial 
product of labour is seen m the marginal physical producti* 
vit> curve Upto 13 men it goes up and then comes down Thus 
the rising slope of the curve shows how when more and more 
of labour adds to the total output, the marginal product in 
creases or nses In other words, production is governed by the 
Law of Increasing Returns But if employment of labour is 
continued. Diminishing Returns eventually set in 
Increasing returns are represented by increasing marginal 
productivity of factors m another kind of diagram which 
shows combinations of two variable factors and combinations 
of one fixed and one variable factor 
There are three equal product curves for 1 0, 1 5 and 2 0 units 
of the product In one case both labour and capital are vary- 
ing This is shown by the movement along the scale line OR 
In the second case only one factor is varying while the other 
IS kept constant and this is shown by the movement along PP, 
the honzontal straight line Along OR. the scale line, at N, 
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oatput li I 0 units, N being on the equal product curve for 

1 0 units At Pi the output is 1 5 and at Q the output is 2 0 
units Therefore, as wc move from N to P» and Pi to Q, the 
total output increases by 5 units each time and as one moves 
Irom N to Pi both labour and capital arc employed ui greater 
amount and therefore the outlay on labour and capital will 
be increased Similarly, when one moves from Pj to Q more 
of labour and capital will be used and total outlay 
further increases But the inaease in outlay this time 
will be less than before This is shown by the fact 
the distance P,C or the intencct between the 1 5 and 

2 0 unit equal product curves is shorter than the ic 
tersect PiN between the 1 0 and 1 5 unit equal product cur 
ves Similarl), if capital is constant at OP while labour is varv 
mg. when output expands, at S output is 1 0 units, at Pi it is 
1.5 units and at Pi it is 2 0 units To move from 5 to Pj addi 
tional outlay on labour will be incurred and to move from Pi 
to Pt. again an additional outlay on labour will be incurred 
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But the additional outlay to expand output from IS to 2 0 
units will be less than the additional outlay for expanding 
output from 1 0 to 15 units Therefore. P,R, is less than SPt 
Hence m the first case of two variable factors involving a 
movement along OR if PiQ is less than SPi outlay diminishes 
or the marginal productivity of the factor increases In iho 
second case with one variable factor labour and one fixed fac- 
tor capital, again outlay diminishes as output is increased, i e 
PRi being less than SP, The decrease in outlay implies in 
creasing marginal productivity of labour This is therefore, 
an example of increasing returns to factors reflected in increas- 
ed marginal productivity 

The cost of I 0 units m terms of labour will be OB, or OC, 
m terms of capital The cost of 1 S units m terms of labour 
will be OO or OC m terms of capital The cost of 2 0 units in 
terms of labour will be OB, or OC, in terms of capital Thus 
when output increases from 1 0 uqi» to 1 5 the cost will in 
crease by B, to B or C, to C This would measure the cost of 
extra output from 1 0 to t 5 units The cost of 2 0 units will 
be OBi and OCi to terms of labour and capital Therefore, 
for 1 5 to 2 0 units increase in cost*BB| or CCi 

Similarly with regard to one variable which involves move- 
ment along PP we may measure cost id terms of labour and 
capital The cost of prMucing I 0 units along PP will be OB, 
in terms of labour 5 on the pnee line representiQg either (7B, 
of labour or OC, of capital When we are at 5, we arc incur 
nog in terms of labour OB, of labour and m terms of capital 
OC, of capital The cost of cxpandiog output from I 0 to 1 5 
units will be B,B in terms of labour or C,C m terms of capital 

Now similarly in order to expand output from 1 5 to 20 
units in terms of labour it will be BB, or CC*. Once again 
we notice BBj is less than B,D and in terms of capital CC, is 
less than C,C which means that the margmal outlay would be 
less than before 

TTic increase in returns along OR is greater than what it is 
along PP In other words, the bw of Increasing Returns is 
more powenuf afong the scale fine t?/? than afong tfie fion 
zontal line PP 

To show that the increase in returns is faster on OR than 
on PP we may consider cost in terms of labour What is the 
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additional cost due to the first extra J units produced, ic 
when we arc varying both the factors, capital and labour? It 
IS StB It represents the additional cost of expanding output 
from 1 0 to 1 5 units and BB, represents additional outlay due 
to expansion of output from I 5 to 20 units If v,e subtract 
BBt from B,B, we get the diflercnca in outlay 

Again if we deduct BBt from BjB we shall know the difler 
ence m outlay for expanding from 1 0 to I S and additional 
M to 2 0 units and the difference between and BBi is 
greater than the difference between BjB and BB^ In other 
words the excess of B*B over BB, is ereatcr than the excess of 
BjB over SB^ Hence when moving from Pi to Q along OB 
the fall in outlay is steeper than in moving from Pi to B, along 
PP Now whv should there be this diilerence between a move- 
ment along OR and PP or why should the law of Increasing 
Returns be stronger along OR than along PP? One reason is 
as wo move along OR, the proportions between labour and 
capita] are vaned so that the firm can produce by combining 
the two factors in such a way that costs are kept at a mini 
mum for a given output. But along PP the proportions bet 
ween the two factors cannot be varied as one factor is fixed and 
the optimum combiaatioo may not be possible Consequently, 
even though outlay may increase at a diminishing rate so that 
increasing marginal productivity results still returns along 
PP will increase less rapidly or the fall in costs or 
outlay Will be less than along OR What has been said 
of two factoR of production m die light of the laws of returns, 
may be extended to cover more factors, le to say our analysis 
of returns to scale may be applied when, in production, more 
than two factors may be used, ic when several factors are 
employed, some being fixed and others variable, the marginal 
productivity of factors is seen to nse or fall according to the 
law of returns operating and mtenial economies or disecono- 
mies of the firm 


1\ exist OP PRODVenOS (short and long run) 

In concludmg returns to scale or Laws of Returns, we have 
to discuss cost of production in the short run and the long 
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run Our discussion will be in terms of the Average Cost Cur 
ves in the short period and in the long period Ibe short 
period IS definable as the duration during which some factors 
are fixed while some are varying so that the firm can expand 
output upto Uie maximum capaaty of its plant or fixed fac- 
tors To understand the Average Cost of a firm m the short 
penod and the long penod one should distinguish between 
fixed costs and vanable costs Fixed costs are items of expea 
diture like rent, cost of matotenaoce, insurance charges, mte 
rest on debentures, and cost of admimstration which are inde- 
pendent of output and hence cannot be avoided even when 
the firm may be producing no output Thus the fixed costs 
will be constant for a larger or a smaller output Consequently, 
as the output expands the fixed costs will be spread over a 
larger and larger output and the Average Cost (The Average 
fixed cost) per unit decreases Conversely, when output 
decreases and the fixed costs are borne by a smaller and 
smaller output, the Average fixed cost rises Thus the average 
fixed cost vanes mversely as the output This may be shown 
m the form of a curve called the Average Fixed Cost Curve 
slopmg downwards to the ngbM 



Vanable costs which form another item of costs of produc- 
>n)idch.5, p 109 


THEORY OP DISTRISimOV 231 

tioa are those costs which vary diiccil} as output such as 
labour costs matenal costs, cost ot power and fuel and trans 
port costs These mctease with ootput and decrease with out 
put so that if the increase in vanabls costs should be exactly 
proportionate to the increase in output, average variable cost 
will be constant This presupposes given prices of factors so that 
the cost of factors wiU remain constant But in practj» prices 
of '’actors chan*’e and factor costs will not be constant and at 
lower levels of output as output is expanded the Average Van 
able Cost michi slightly decrease until the maximuTn capacitj of 
the plant is reached Be)ond this however due to increase m 
strain on the plant and the organisation of the firm its mana 
gement and supervision. Average variable costs sharply nse 
and assume the shape shown above 

If W8 add these two costs, average fixed and average van 
able cost, we get the average total cost curve, just called the 
average cost curve The average cost cr the average total cost 
curve has the shape oi z V sloping downwards at first and 
later upwards How should w'e explam this shape of the Aver 
age cost curve whether in the short run or long run’’ Average 
cost curves have the shape QtzV because of the trend of the 
Avenge fixed cost and the Average variable cost The avenge 
fixed cost decreases progressively with every increase m out 
pot smee fixed costs are sfucad over greater output The 
avenge varuble cost, however, rises sharply beyond a point 
on expansiwi of output Tbs sharp nse ra the vanable costs 
outweighs the fall in the fixed costs so that npto a point 
the avenge total cost will fall and subsequently nse Thus 
the average total cost curve or simply the average cost curve 
has ihe shape of a 'IP We may account for the fall in the 
AveTa*« vanable cost la the loitial stages by the operation 
the law of Increasing Returns due to internal economies of the 
firm. The nse in the average vanable cost m the later stages 
may be attribu’ed to the Law of Dumnisbng Returns due to 
diseconomies. In the short run therefore, returns to variable 
factors dimmish because some factors hie capital and mana 
gement cannot be ahered and every mcrease m men and 
toatenals would bnng down the margma] product of the van 
able factors In other words the increase m output does not 
ieep pace wnih the increase m vanable factors, acd the Aver 
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age vanable cost rising steeply, the average total cost is 
pushed up 

la the long run, however, even fixed factors o{ the short 
period could be varied and thecefoie generally all factors of 
production are variable factors in the long run Hence the fix 
cd costs of orodiiction. given time, could be altered by the 
firm Thus in the long period, rents, insurance charges, admi 
nistrative costs uould all be changed and thus they would no 
longer be fixed as m the short run The longer the period the 
fewer will be the fixed costs and the greater the variable costs 
When variable factors are increased the rise in the average 
total cost will bo less than in the short run, since between the 
fixed factors and the vanable factors there could be a better 
adjustment in the long run 



This figure represents the Average cost m the short run and 
in ihe long mn The average cost of OQ, output ts LiQi on 
the Average cost curve S/ICt In the short run when the fixed 
factors cannot be altered amount 0(?, can be produced at L Qt 
average cost But in the long run when the firm could be re 
organised through a change in the fixed factors the average 
cost of OQt will be L,Q^ being, on the average cost curve 
SACi which ts the new short tun average cost curve after the 
reorganisation of the firm In the long run, therefore, when the 
firm could be altered the average cost would be lower than 
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before when the same output would have cost more This is 
shown by the fact that is less than L-Qi SACu SACt 
and SAC% are the short run average cost curves for different 
scales of operations and each curve represents a given plant 
which can produce a given output at the minimum average 
cost Thus when the firm is on the average cost curve SACt. 
It can produce OQi and this output OQt produced at the lowest 
average cost is the optimum output of the firm 
In the foregomg analysis we discussed the average cost of 
production m the short run and m the long run One conclu 
Sion we arrived at was that in the long run due to the re- 
-organisation of the firm, the average cost could be reduced 
If, however, there were do change in the fixed factors the 
average cost would be bigho- Thus the average cost vanes 
from the short period to the long penod One situation which 
we may consider in the long run is the operation of the Law 
of Constant Returns Different outputs may be produced by 
a firm at constant costs by varying the plant and therefore 
m the long run the increase m output or the decrease jo the 
output would be exactly proportionate to the vanable factors 
and so costs of production llus is represented in the diagram 
ihovm below 
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aod OQy are produced by cbaDgmg the scale of operations or 
output SACi which IS the short run average cost curve repre- 
sects a given scale of opeiaDons or a scale ot output in wbch 
OQ, output IS produced at the misimum average cost Again 
to produce OQi output at the lowest possible cost the firm is 
Teorganised. i e the plant is changed so that the new scale of 
operations is represented by a second average short run curve 
SAC, with which OQ, can b* produced at the nnnimum aver 
age cost If the output were OQ, acain the plant must be 
changed so that the new plant is represented by the new short 
run average cost curve SAC, This would mean that with the 
same plant if difleicm outputs arc produced such as OQ, OQ, 
and OQ, the average cost will vary Joining the tangents of 
tie SAC curves we derive the long run Average cost curve 
LAC In this the long run average cost curve is a horizon 
tal straight Ime signifying constant cost or constant returns 
Such horizontal long run Average cost curves may be a theo- 
retical possibility because it is based on cenato unrealistic 
assumptions namely the factor paces will be constant and tbs 
factors are inhnitely divisible In practice the factor paces 
vary and factors arc tndcvistbte->that u to say tt is not pos* 
Bible to vary the size of machines infinitely Consequently a 
boazontal long run average cost curve ts possible only in 
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theory In practice, however, the long rea average cost curve 
Will col be honzootal but wiH have the shape of a *£/’ jxist 
as short run average cost curves have a U shape 
The tangents of the short run cost curves SAC are at differ 
ent levels and by joining the tangents we gtt the long run 
average cost curve hawng the shape of U 
Each short nm average cost curve refers to a certain scale 
of operations Here are shov,u diflcteat outputs OQj OQ and 
OQ, which are prodoced at different average costs Of these 
outputs output OQ IS produced at a lower average cost than 
OQ, and OQ, Therefore. OQ,. OQ and OQ, are different out 
puts on the long run average cost curse — LAC This curse LAC 
IS called an envelope since u covers the short run average cost 
curves SAC., SAC, and SAC, The diagram shows further that to 
produce at the lowest possible average cost varying amounts, the 
scale of operations has to be changed To produce OQ, the 
scale of operations is represented by SAC„ la produ« OQ. 
by SACt and to produce OQ, by SAC, If. however, output 
OQ, were produced on SAC,, ibe average cost would be higher 
than m the long run when it u produced at SACu stsce m 
the long run the plant is changed Thus in the long run owing 
to the change in the fins, costs of production would be less 
while in the shon run they would be more Thus it is cheaper 
to produce in the long run than in the shon run as fixed fai>- 
tors in the shim run become variable factors m the long run. 

Another feature of the long run average cost curve is jt is 
'IP shaped hVe the short run average cost curves SAC, SAC, 
and SAC, But the long run average cost curve is flatter than 
SAC,. SAC, and 5>tCi Further we can observe in the long nm 
the average cost need not be the minimum but it may be 
higher than the mmimum. In the case of SAC, when output 
OQ, IS produced die 3Ncra®e cost is the minimum but the firm 
mtends to produce OQ, Hence the average cost PQ, is moro 
than the minimum average cost Again m the case of SAC, 
the firm produces at a mimmum cost but it can produce OQ, 
at a cost higher than the minimum that is to say LQ, is more 
than the mmimum aierais? cost oo SAC, This can ba explain- 
ed by the fact of indivisibility of factors of production A1 
though m the long run the firm cannot reduce its average cost 
to the tmnimum it can produce m the Jong run at a lower 
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i-ost than in the short run, nie long run average cost curve 
need not be tangential to the short run average cost curves 
at their lowest points excepting when the short run average 
cost curve is tangential to the long run average cost curve at 
the lowest point of the long run average -cost curve In the 
diagram, for example the tangents of P and L are not the lowest 
points of the curves S/fC, and SAC^ but the long run average 
cost curve LAC is tangential to SACt the lowest point of 
SAC% This means that the different outputs produced in the 
long run are not necessanly optimum outputs Thus on the 
long run average cost curve LAC OQi is not the optimum 
output, that is output with the lowest average cost Similarly, 
OQ^ IS not the optimum output, but OQ is the optimum 
output 

The relationship between the marginal and average cost 
curves can be shown in the following diagram 



This shows m the long run the marginal cost changes less 
sharply than in the short run as indicated by a flat long run 
marginal cost curve 

The conclusion of our study of costs m the long run and 
the short run is that in the short run costs vary more than m 
the long run since some factors are fixed while in the long 
run generally all the factors are vanable 
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\ MARGINAL PftODUCn\TrY 

ha%e to discuss the forcts which goNcm the pncing of 
vanous facloR from the side of demand, that is. the employer 
or producer using different factors of production One funda 
mental determinant of the pncing of a factor is the product! 
vity of that factor Hence the key to the problem of factor 
pnees IS found m the concept of productivity 
Unlike ordinary goods and commodities, factors and agents 
of production have derived demand and this is due to their 
productivity It IS this fact of productivity of factors which 
create* the demand Hence we have to look at the pncing of 
a factor of production, in general, on its demand side, from 
the pomt of view of the productivity of the factor Further 
the productivity of a factor of production which influences the 
determination of its pace, is the productivity at the margm or 
marginal productivity The concept of marginal productivity 
has been developed in reference to the factor of production, 
labour, and what is true of bbour is equally true of other fac 
tors With reference to bbour the pnc« of bbour is based on 
the productivity of labour Thus, wages depend on the margi* 
nal productivity of labour on its demand side We are famihar 
With the relationship between marginal cost and marginal re- 
venue in the case of ordinary go^s and how the producer 
of ordinary goods maximises his lobl net proQts by equating 
marginal cost and marginal revenue On the same lines, the 
emploj-er of a factor, say, bboor. would nwTimm production 
and thereby can maximise mcome by equaling the marginal 
productivity of a factor (labour here) and its marginal cosL To 
develop this 8nal)sis we shaD work on certain assumptions m 
regard to bbour. such as I Perfect Competition m labour 
market on the side of emplo>ers and workers resultmg in a 
given wage rats existing at a time 2 Perfect Competition in 
the product market implying a given pnce for the producL 
3 AU units of the factor, bbour, are assumed to be homoge 
neous, so that all workers are equally cEcient. 4 Labour is 
measured in man hours which are &cd per unit of labour 
5 Finally, that labour alone is vanable and all the other fac 
tors arc fixed or constant, so that we could calcubtc the mar 
grnal productivity of bbour m physical terms To illuslrato the 
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trend of marginal phjsical prodncuvity, v.t shall postulate a 
fim or prodacer p'odaong wheat ly iDcrcasiDg tbs labour 
fares Tbs trend of tbs total prodnetivity acd inargiaal pro 
dactivity }i s^owB in tbs foJlowmg tabls 


ToraJ <4 Morpinal Pfo^aicof Producimty of Labour 


UaiUofLabosr Total ProdDct (ib Ib* ) Marpftal Plry Prodna 
of Labour of Labour (Ibt.) 
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Laboa’ ij incicased froo 10 to ICO teats and sccoioingl/ 
tbs to^J p-odoct IS ir creasing from dO lbs to 1809 lbs zs 
*hcrfn abcoe Thus m tte rarginaj physical prodcctivity 
colnr^n, at first ibe marginal rrodoct of labour iccieaies from 
60 to 70 70 to 120 and so od boi when the 70tb nail is added, 
n declines ITte trend of the marguial physical product of 
labour i* rrmortant showing bew as the factor labour is in 
creased at first, the total podoct incrsasej at an increasrg 
rale and subsequently, at a djiBimsbiag rate that is to say. 
the charge n the rate of iDcrease in the total podoct is caused 
by the fall in ma-gical pod-etj^ly So lo*’-’ as marginal pro- 
ductivity *as ircreas cg I'-e total prodcci increased at an m 
CTeasmg ra'e ard the montst the tsargraal product declined 
tie lOLiI pod_ct increased at a decreasing rate We are inte- 
rested m the marginal physical productivity of the variable 
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factor labour The ircnd of ibe margmal physical product may 
be shown graphically as below 



OY measures the margmal physical product of labour and 
OX, units of labour and the marginal physical productivity 
ctmie of labour is an inverted Z/ It, therefore, represents a 
normal marginal physical productivity curve Thus, we might 
say along OX in the figure Ull 60 men are employed, marginal 
physical product increases Beyond the 60, marginal physical 
product falls Therefore, this is called the marpnal physical 
productivity curve It is important to note that the decline in 
the marginal ph}S]cal product when more than 60 men were 
emploj-ed was not due to any difference in efficiency of sub- 
sequent workers but due to techmeal conditions of production 
which do not permit an mdefimte increase m the variable fac- 
tors employed m conjimctjon with fixed factors The concept 
of marginal physical productivity leads us to the concept of 
marginal reienue productivity. le productivity of additional 
workers or marginal workers in terms of the additional revenue 
due to them and marginal lev’cnue productivity can be esU 
mated by mulUpl>mg the marginal pr^uct by the pncc of the 
commodity Thus on the assumption of a given price of the 
commodity say Rs 5 marginat revenue productivity can be 
denved from the marginal physical peoducuvity and pnee 
Thus corresponding to the zaargmal physical productivity, we 
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have marginal revenue productivity of the factor This is showrn 
m the following marginal revenue productivity table 


Marginal Revenue Productivity of Labour 


Units of Labour 

Mar Physical Produc 
imty of Labour 

Marginal Revenue 
Product of Labour 

to 

60 

Rs 300 

20 

70 

350 

30 

120 

600 

40 

200 

1000 

50 

250 

12‘0 

60 

300 

1500 

70 

270 

13S0 

80 

250 

1250 

90 

ISO 

900 

too 

too 

500 


Again on the basis of this schedule we may show the trend 
of the marginal revenue productivity of labour by drawing a 
graph or mammal revenue productivity curve 



Figure lOi 
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Along oy v.e measure the marsmal revenue product m 
rupees and along OX. the units of labour emplojcd Plotting the 
points on the basis of the schedule, we get the marginal re- 
\-caue productisity curso 

What is important about this ciine is, like the marginal 
ph>'5ical produciiMty curse, it is like an inserted ‘U’ nsing at 
first and falling subsequently The nsing slope of the curse 
shows the increase in marginal resesue product and the fall 
ing slope shows the decrease m the marginal resenue product 
We could work out the average revenue {^oduct of labour 
by dividing the total revenue by the number of men at each 
stage in the expansion of labour force and with the data 
obtained for aserace resenue product, if we construct an 
average resenue productivity curve, the average revenue pro- 
ductivity curse m relauon to the marginal resenue productivity 
curse would be as shown above The marginal revenue pro- 
ductivity curse will cross the average revenue producUsity 
curse at the highest point of the average revenue productivity 
curve. 

We have constructed the raaisinal revenue productivity 
curve and the average revenue producuvit) curve and noted 
the relationship between the two curves, when the marginal 
revenue exceeds the avenge revenue, the marginal revenue 
curve must he above the average revenue curve and once the 
marginal revenue falls below the average revenue, the marginal 
revenue curve will he below the average revenue curve, and 
the marginal revenue productivity curve cuts the average 
revenue curve at the highest pomt. Proceeding from this point 
wc have to consider the average net revenue productivity of a 
factor because no one factor can alone produce a good 
Different facton m combination help to produce it. Con 
sequently, the product due to one factor has to be separated 
from that due to other factors to order to detennme the average 
revenue producUvity of that factor and on the basis of the 
average revenue pr^uct of that factor, the pnee of the factor 
In the case of labour, for example, the avTiace revenue pro- 
ductivity curve — ARP «hows the revenue product due to one 
worker at each level of emj^i^ent and this averate revenue 
product was denved by dividmg the total product by the 
number of men Bui in this wooy be includ^ not only the 
16 
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coatnbntioa ol iabonr bnt also jhs ccmtnbnljon ol olher wv 
opa^ung factors, such as C3p:ta] tind cntrcprracunhip 
Hsnce. tie average revecos prodaci of labour u average gross 
revsirae product To determine accurately the reveiros pro- 
doa due to Ubour alone, we ihoutd deduct the value due to 
other factors, captal, entrcprcneurshjp and to on because the 
wage, the pnee of labour, must equal the productivity of labour 
There are two ways of determining the average net revenue 
prodociivity The more elementary way u to assume that the 
revenue produn of other factors, capital and entrepreneurship 
15 neghgible and therefore the increase in the revenue product 
is due to labour alone Then the average gross revenue pro- 
duct and the average net revenue product might be regarded 
as identical. A more realistic way would be to find out the 
shares of capita] and enirepreneuTship from their prices and 
by deducting from the gross revenue product the product of 
capital and entrepreneurship, the net revenue product of 
Uboai 13 got. Therefore, we are mieresied not in the gross 
revenue product of a factor but its net revenue product and 
we must use the average net revenue productivity curve ta cca- 
cection with the pncifig of labour or any other factor of 
productioa 
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Here we have the average gross revenue product curve which 
we had la the last diagrain which was called the average reve- 
nue product curve We have the average net revenue product 
curve and the curve MRP the marginal revenue productivity- 
curve which passes through the highest point of average net 
revenue productivity curve, ANRP The siguiQcance of the 
curve ^fRP is that the marginal revenue productivity curve is 
the demand curve because the fiDploytneoi of a factor depends 
on the productivity of the factor at the margia Therefore, we 
shall use these two curves AGRP & ANRP for our analysis 
Further, since the demand for labour is a derived demand, the 
curve MRP is the derived demand curve for labour V^ith 
the help of these curves, we should now be able to analyse a 
siluauon under conditions of perfect competition in the factor 
market and produa market. 



Here we have the bonzoutal hue IVfV showing a given wage 
in the labour market wbcreic pnfect competition is supposed 
A? (Tic BSge Abv? fPfy ais-y repws-eBfir ibc ai'osgc wagir 
and marginal wage because under competition wage is fized) 
Hence the wage will be fixed for a fiim usi-'g labour and what- 
ever the volume of employment, the wage is constant at OW At 
this wage, 0\V, the producer or the employer could take on 
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workers till their marginal revenue product equals the wage 
This will happen when ON men are emplojed because when the 
wage IS OW the marginal revenue product of labour is NR 
which IS equal to OW Thus, marginal revenue product being 
equal to the wage, the profits of the firm will be maximum 
On the other hand, if less Ihau ON men were empIo>cd, margi 
nal revenue product would be greater than the wage (By the 
way. the wage is here also the marginal wage because in per- 
fect competition it is given or fixed and marginal wage is 
marginal cost of labour) Thus. ON men will be emplo>ed to 
maximise the profits of the firm The firm, therefore, will be 
m equilibnom by employmg ON men Any other volume of 
employment, more or less than ON men. would reduce the net 
profits of the firm Wc may generalise, therefore, that a 
producer or employer will use factors at a given pnee upto the 
point where the marginal revenue productivity of factors equals 
the marginal cost of factors Another inference is that under 
perfect competition the marginal revenue productivity will not 
only equal the marginal cost but also the average cost since 
the marginal cost and the average cost ate equal Here when 
the firm is in equilibrium, the marguial revenue productivity of 
labour equals the marginal wage and therefore the average 
wage, ns the average wage and the marginal wage are identical 
(This is like price being equal to marginal cost and average 
cost under perfect competiuou as under perfect competition the 
price of a commodit) equals the average cost and marginal 
cost) Another important feature of this diagram is that not 
only the firm is m equilibrium but the industry is in equili- 
brium which makes that linn cam normal profits as shown by 
the average net revenue productivity curve — ANRP — which 
is tangential to the wage curve iVtV at R Thus, the average 
net revenue product, NR equals the average wage or the 
average cost of labour so that profits cannot be above normal 
Again there is a parallel between perfect competition govern 
ing the product market and the factor market In the product 
market in Perfect Competition a firm earns normal profits when 
Its average cevetuie equali ite. cast. bAs^ thr. 

average net product=the average cost due to labour And the 
industry is m full equihbnuni Suppose the wage is reduced 
from OW to OWi and the new wage line is If'ilf'i Then the firili 
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can take on more •ft'oii.crs upto OA>’j As more v. oilers are taken 
on. their marginal revenue prodnctiviiy will fall and it will 
equal the wage at Ci Thus, once agam the firm is in cquOi- 
bnum earning maximum profits as the marginal cost of labonr 
OWi equals the marginal revenue product. But the firm cams 
abnormal profits shown by the rectangle IV 1 C.R 1 P and abnor 
roal profits arise because of the aveiace net revenue product 
bong above the average wage or the average cost of labour, 
the average net revenue prodoct bong R^\ and the average 
cost 2*^1 If we subtract from KtS\. we have iR:2i which 
IS the average surplus mcome pet man earned by the firm. 
The total surplus income will be i?i2» multiplied by the total 
men emploj'ed, or the area of the rectangle TVi2ji?iP which 
re p re se nts abnormal profits o( the firm. Tbs means there is 
only partial equiHbnum and not full equilibnmn because the 
firm's marginal revenue prodoct equals its marginal cost or 
the mar ginal wage but the ladustry is col in equilibnum due 
to abnormal profits earned by the firm. As a result of ahaor 
mal profits, new firms will enter the industry and thereby in 
crease the supply of the commodity, and ^e r efo re the prtv 
duct of the mdostiy as a whole, and reduce the pnce in the 
market. TTitis. with the fall in the pnce, the revenue product 
of labour will decrease and therefore the average net revenue 
prodoctrsity curve will shift lower down and wffl become tan- 
genual to the new wage bne n'iH\ at Qi 'When the average 
net revenue piodoctmty curve thus shifts lower, the average net 
revenue product w ifl be equal to the average wags or the average 
cost of labonr The surplus ifjCj will be ehmuated Therefore, 
profits will again become nonnaL Anoihcr alternative cxplana 
tion for profits to become normal is, with an increase in the 
number of firms the demand for labour from the industry as 
a whole will increase so that the average wage wiH nse from 
OWi to OW, and the wa''e fins win move up Hence as the 
wage line moves up the abnormal profits will disappear be 
cause the wage line will be taDgeniial to the average net re- 
venue productivity curve 

In either case, whether the pnce of the product of the firm 
or icdustrv falls or the wage o' labour nses. in the long run. 
normal profits are restored and the mdusliy will attain full 
equilibnum. 
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fVffVt ihows the nrw higher wage If ON men arc employed 
at OlV, wage, then profiu will be less than nonnal as the 
average ret revenue product ol labour u less than the average 
wage the average net revenue product being TIN and the 
average wage being 7t>/V There if therefore, excess ol cost over 
revenue When subnortaal profits are earned, such firms will 
leave the industry so that the supply of the product of the 
industry decreasing, the imce of the product will rise and hence 
the average net revenue product curve will shift and will be- 
come tangential to K'llV, at 7?, and again the average net re- 
venue product equals the average wage and profits will be 
nonnal. and altemauvely. due to the departure o! some firms 
consequent on subnormal profits, the demand for labour will 
decrease and the demand curve will move down to JVfV 
and will become tangential to the old average net revenue pro- 
ductivity curve at Tf Thus, either because of a nse la the pnee 
of the product or the fall m the average wage and the cost of 
labour, nonnal profits will be earned and full eqiulibnum res- 
tored Summing up, an cntiepreneur of a firm will continue to 
employ more and more units of a factor till the marginal re- 
venue product and the marginal cost of the factor are equal 
Applying these principles to labour, be would take on more 
workers until the marginal revenue product of labour equals 
the marginal wage Under Perfea Compeution normal profits 
Will be earned in the industry and the industry will be in full 
equilibrium when the average net revenue product equals the 
existing wage Thus, the volume of employment offered by a 
firm depends on ils marginal pioductivity i e the demand for 
a factor is governed by its marginal productivity Our discus 
sions so far have been v/ith regard to the demand for factors by 
individual firms when (be prices of these factors are given 

The question (beti arises, bow is the pnee of a factor itself 
fixed'’ 

Generalb the demand for the factor and the supply of the 
factor in reference to an industry as a whole determine its 
pnee Under Perfect Competilioa. the pnee of a factor is 
assumed to be given and any change in the demand of the 
individual firm cannot aficci sht t^voc. of the factor But the 
demand of the industry as a whole should affect its pnee and 
conversely, the price of the factor would affect the demand of 
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Individual finns and the total demand of the industry In con 
junction with a gnen supply of a factor the demand for it 
would determine its price In regard to labour, the rate of 
wage thus depends on the demand schedule and supply sche- 
dule of labour or the shape of the demand and supply curves 
of labour We shall make certain assumptions with regard to 
supply of and demand lor labour to simplify the analysis I 
the total supply is fixed 2. bbonr js specific to that mdustry 
maluflg It unmobfle On the basts of these assumptions, the 
supply curve of labour will be a vertical straight line 
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To discover the demand curve which is the same as the mar 
ginal revenue productivity curve let us assume that the in- 
dustry consists of 12 identical firms and m each case the 
demand for labour will increase with a fall in the wage, shown 
by the demand curve DO Tbus at OW wage OM men wiU be 
employed, at OFT, wage. OW, men will be employed Due to 
the fall m the wage from OIF to OIF, there is an increase in 
employment in the firm from Olf to OVf, men, le. by WW, 
men If all the 12 firms were to employ OW men at OIT wage 
and OW, men at OFF, wage, the employment in the industry 
will mcrease or the demand for labour m the industry as a 
whole will increase Here in this diagium DO shows the de- 
mand curve d ose fira? 75? show &s for lie isdssiry 

composed of 12 identical firms, the following diagram may be 
drawn The diaeram will represent the demand curve of the 
industry as a whole 
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This IS the demand curve of the ujdtistry which is dcnved 
by adding the demand curves of the firms Therefore ifl an 
ujdostry as a whole at OW wage, if previously OM men were 
ezDplojed. at wage Ol/, jnen will be etnploved (A/A/, in 
the diagram is 12 times A/A/, id the previous diagram) The 
signtficact point is that the detnaod curve slopes downwards 
to the right both for individual firms and the industry as a 
whole Therefore, if the demaod curve Uius slopes downwards 
and a larger labour force is employed at a lower wage and the 
supply of labour is kcowm, ihe rate of wage is got ty the inter* 
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acQoa of supply and dcmacd or the latersectjoa of supplj ar«! 
demand cun-es. 

Tba supply curve SS and the detsand curve DD inicnect 
mg at a pomt will show the rate of wage. Thus the pnee of 
a factor itself depends on the forces of demand and supply 
and the employment of a factor depends on the mamnal pro- 
duenvj^ of a factor 

A different situation exists where perfect competition ts ab- 
sent, both in the factor nartet and the product maitct. Tlas 
means that in the factor tnaiiet the 6rra ts the sole user or 
employer of the factor, ix. it is a moiopsonist and ro the pro- 
duct marlet the firm ts a monopolist. When the firm is a 
monopsonist in the factor mailet. the total demand for the 
factor IS idtnbcal with the demand ^ the monopsomsL 
Hence the pncs of the factor wil] be goi-eraed bj 
the demand for the factor on the part of the monopso- 
nist sad the supply of the factor If the w-aje is fixed by the 
supply of and demand for labour, the demand for the factor. 
*s coder rerf*« coropetmoa. depends oa oatpical revTOue pro- 
ducowty of the factor, or the oaigtoal ret'caue prcvJjctintj of 
hbour here, la the product market the pnee of lie £m*s pro- 
■duet unllVe under f^ect competiuon will not be gT\en or 
fixed. It win vary with the output, a larger output selling at 
a lower price and a smaOer output at a higher pnee. This fae- 
ter of xaiytT" pnee in monopoly causes complications m ca! 
culaticg the marginal re>'enue product of a factor Under 
perfect competmon in the product market where the price is 
constant the iranneal revenue prodact is got by multipljmg 
the marginal physical product with the pnee of the product. 
Ijnder monopoly sines an laosase m ontpui mvoh’es a decrease 
in pnee the marginal rtN’cnue product catmot be got b\ multi 
plyinc the marginal phiBical prodoct with the pncs but by mul 
uplymg the marpinal physical producti\nty with marginal 
rrvenue. For example, la perfect compcntion snppo<s aa addi- 
tional worker producss 10 tunbrellas. cisry umbrella «elbng at 
Rs. 10. the mamnal msnoe product »s Rs. 100. (10* Rs 10) 
Thus the pnee of the marptcal phyncal product is Rs. 100 
Under monopoh, ruppose 100 umbrellas sell at Rs, 10 
By adding one mere w otter to the labour fores 110 unbreUas 
are produced. 110 umbrellas cacaol sell at Rs. 10, but at 
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Rs 9 50 What is tbe addition made to tfae total revenue by 
an additional worker? The marginal revenue is Rs 45 
Under monopoly, thus, marginal revenue product is not the 
same as the pnce of the marginal physical product This hap- 
pens due to the fact that the pnce is given under perfect 
competition but it has to be changed under monopoly , and 
under monopoly, as a result of the fa]] in the pnce caused by 
an increase in output the marginal revenue product decreases 
as output IS increased and. consequently, the marginal revenue 
productivity curve slopes downward to the right and the slope 
of the curve is steeper than under perfect compclilion The 
marginal revenue productivity curve is the demand curve of the 
factor (labour here) Again, in ihe matter of the supply of the 
factor, under perfect compeulion for a given firm, the supply 
curve 1 $ a horizontal straight line, since a firm can employ 
more or less of the factor, such as labour, at the same pnce 
Under monopsony where ibc firm is the sole employer of the 
factor the supply of the factor vanes with the pnce, te a 
larger supply will be forthcoming at a higher pnce and a 
smaller supply at a lower pnce Hence, the supply curve slopes 
upward to the nght showing that greater employment would 
be possible at higher prices, that is to say, the average wage 
must increase when the demand for the factor increases and 
the average wage will be lowered when the demand is less In 
Perfect Competition m the factor market, since the wage of 
labour is given, and any amount of labour may be employed 
at that wage and the average wage is represented by a horizon 
tal line, the average wage and the marginal wage will be equal 
Under monopsony, on the other band, when the demand for 
labour increases and the average wage rises and the average 
nage curve slopes upwards, the marginal wage must be above 
the average wage Thus, under monopsony, the marginal wage 
curve will be above the average wage curve, unhke under per- 
fect competition, where ibc average wage curve and the mat 
ginal wage curve will be the same It is important to note 
that in monopsony the margmal wage refers to tfae addition 
made to the total wage bill by employing additional units of 
labour by offering a higher average wage to the entire labour 
force Marginal wage does not mean the wage paid to a mar 
ginal worker because it is the same as the wage paid to the 
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Other vi’orketT, le when an additional v-orker is employed, the 
rate of wage, the average ttace, must uniformly increase for 
all the ViOrLcrs The relationship beiv-ccr the average wage 
and the marginal wage is showm m the following diagram: 



When O^f men are employed, the average wage is OW bat 
the marginal wage is greater than the average wage Gcome&i- 
caUy. we may explain that average wage curve cannot nse 
unless the margmal wage curve is above it Marginal wage 
here refers to the addition made to the total wage bill by the 
additional wroiker 

This IS the relationship between the average wage and mar 
gioal wage under raooopsony We have thus denved the curve 
for labour under raocopsoay which is the same as the marginal 
revenue productivity curve. Using these curves, the marginal 
revenue productivity curve for bbour and the average wage 
curve for bbour. we can determine the equilibnum position 
of the moaopsoaist monopolist in the product and factor 
isariw if fiwir Jeiliw • 

Here we have the demand curve for bbour represented by 
the marginal revenue productivity curve MRP, showing a 
decrease m marginal revenue product with an increase in em 
ployment. The average wage curve is the supply curve show- 
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ug ao Increase m empto>TBeBt at ao increased aseiage ^'age 
ANUP IS the average net nrveouc productivity curve The 
margmal revenue product curve passes through the average 
net revenue produ« curve at the highest point of ANRP MW 
]$ the zsargiaal wage curve Equilibnum is achieved by the 
firm when OM men are eoiptoy^ because when OM men are 
employed, the marginal revenue product and the marginal 
wage are equal at MQ When marginal cost equals margina l 
Tcvenue. the hnn could maximise its pro&ts (Mere the firm 
IS a monopsoiust) Therefore, the monopolist will maximise his 
profits when his margmal wage equals the margma! revenue 
productivity of labour But while maximismg profits the finn 
cams abnormal profits since the average net revenue product 
is higher than the average wage, the average net revenue pro- 
duct being QM and the average wage PM, so that there is a 
surplus of QF per worker Therefore, the total surplus from 
OM men, le the entire labour force is QP^OM or WP or 
the area of the rectangle WPQR This rectangle, therefore, 
represents abnormal profits earned by the monopsonist dne 
to the surplus accruing from the factor labour If we recall the 
atuatiOQ under perfect competition in the labour market, the 
average wage hue WW which is a bonzootal hne was tangen- 
tial to the average net revenue productivity curve and hence 
ahe average wage was equal to ibe average net revenue pro- 
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duct. there was do sui^os and hence profits were- 
normal 

An important conclusion from this is tliat the finn by virtue' 
of Its monopsony in the fartor market can make profits abore 
the normal while under perfect oompetjtjon profits are normal 

We shall first make a comparison between a producer who 
operates as a competitor both in the factor market and the 
product market and a producer who is a monopsonist in the 
factor market and a monopolist m the prtxluct market These 
differences between the two situations in the market both for 
the produa and the factors anse from what we have already 
said. Under perfect competition the pnee of the product in 
the product market is given while under monopoly it vanes as 
output, nsmg as output falls and falling as output rises The 
effect of this change in pnce on the marginal revenue product 
of the factor is that tc ^Us more rapidly than when the pneo 
of the product is constant Under ocrfect competition the mar 
gtnal wage cur^e for labour which is the same as the average- 
wage curve IS a bonzootal straight line Under monopsony, 
on the other hand, the marginal wage curve slopes upward to 
the right, and Les aboie the avenge wage curve because an 
increased demand for labour causes a nse in the average n’age 
and at a lower average w-age demand must be less Under 
perfect competition, when the firm is in cquihbntMi. the inar~ 
ginal revenue product of labour equals the marginal wage But 
the marginal wage is equal to the average wage Hence the 
marginal reienuc product of labour will equal the aierage 
wage Under monopsony the jnaigmal wage is more than the 
average wage Therefore the marginal revenue product of 
labour must be more than the average wage since the marginal 
revenue product equab the marginal wage under the equlli 
bnum of the firm Under Perfect Competitjoa. in the product 
market, the surgina] wage equals the marginal revenue pro- 
duct of labour But sisce the marginal revenue product of 
labour equab the pnce of the xnaiginal physical product of 
labour, the marginal wage must equal the value of the mar 
ginal ph>'sical producL On the other hand, under monopoly, 
in the product market, the maigmal revenue product of labour 
IS less than the pnce of the marginal physical product of 
labour These are the basic differences between Perfect Com 
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petition in both the markets. le the product market and the 
factor market, and monopsony in the factor market and mono 
poly in the product market 


VI MONOPOUSTIC EXPLOITATION 

This leads us to what is called the Monopolistic Exploitation 
of producers when they arc monopsonists in factor markets 
and monopolisu in product markets By means of their monop- 
sony power in the factor markets and monopoly power in the 
product markets, they benefit m two ways by exploiting fac- 
tors in the factor market and consumers in the product market 
and thereby earn abnormal profits In the factor market the 
average wage paid by (he employer will be less than the 
average net revenue product of laobur Hence the revenue due 
to labour will be more than the cost of labour and the em- 
ployer enjoys a surplus But under perfect competition m the 
factor market the average wage of labour equals the average 
net revenue product of labour Grapbically. the average net 
revenue product curve is tangential to the average wage curve 
which IS a horizontal straight line Under monopoly the aver 
age revenue or price will be above the average cost, yielding 
a surplus revenue to the monopolist Under Perfect Competi 
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tioQ, average revenue equals average cost leaving no surplus 
Ttcrcfore, a producer as a moflopsoom can keep the pncc 
of a factor below its average net revenue prcxluct la the pro- 
duct znarket as a monopolist be can nise the price of tbe 
product above the average cost It is this feature of firms 
which IS described as monopolistic exploitation of firms We 
shall show by constructing a set of diagrams, the abnormal 
monopoly profits earned by a monopsonist monopoUst In 
the product market the eqnilibnum of the monopolist may be 
shown in terms of the cost of and tlie revenue from the 
product 

AfC IS the marginal cost curve. AC. the average cost curve. 
AR, the average revenue curve and MR the marginal revenue 
curve. 

The marginal cost curve ami the marginal revenue curve 
cut each other at T Therefore T represents equality between 
mammal cost and marginal revenue When there is equality 
the output IS the best in the sense that it maximises the profits. 
Therefore the monopolist produces OQ output to equalise 
marginal cost and marginal revenue when hts profits will be 
maximum. But these profits are abnormal profits because his 
average revenue is above hts avenge cost, the average re 
venue being SQ for OQ output, and the average cost RQ for 
OQ output and the surplus revenue w SR. Therefore, the 
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total surplus Tevenuc=5i{xoatput OQ or CR which is the 
same as OQ, that is to say, the rectangle CRSP. This is how 
(be monopolist lo the product market cams abnormal pro- 
fits because of the excess of teveaue over cost We may re- 
present diagrammaticalty the surj^s profits due to monop- 
sony in the factor market in icrras of the cost and revenue of 
factors of production 

Again the emplojer m the factor market (here labour 
market) will be in cquilibnom when he engages OM men 
because then his marginal wage and the marginal revenue 
product of labour will be equal at T, the point of intersection 
between the marginal wage and the marginal revenue product 
curves However, the profits of the firm are above normal 
since the revenue due to the factor exceeds the cost , m other 
words, the average net revenue product shown by /iNRP in 
the figure is more than the average wage shown by /<H' and 
the employer (producer) eania a surplus In the diagram, 
the average net revenue product Is 5M, for OM men and the 
average wage is RM Therefore, the surplus is SR. The 
total surplus is SR<OM or fPR which ts the same as OM or 
the rectangle i^RSP These two diagrams illustrate the mono- 
polisitc exploitation of firms We may draw separately dia- 
grams indicating the cost and revenue First, therefore, for 
the product market 
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Both these figures represent a firm but each figure repre 
seats a different quantity; (a) represents re%-enuc from the 
output of the firm and (i) the cost due to the output 

Here we hate separated reteoue and cost OP will be the 
price In the diaeram (a) we have MR the marginal revenue 
and AR the avenge revenue and the output is 0\f There- 
fore. the average revenue is more than the marginal rcvenuc. 
AR being above Afil Ibo dotted line joining the two figures 
shows the pomt of equaliQr between marginal cost and margi 
nal revenue m an equilibrium position of the firm The aver 
age revenue OP will be above the average cost i?Af Thus 
the surplus income or revenue of the firm will be (PT plus 
yjVjxOAf Therefore, we ma> show tbc equilibnum ot a 
monopolist and the abnormal profits he earns m the martet 
with these two figures 

In the same way we can show the profits earned b) the 
moaopsoiust m the factor maxiret The following figures are 
again drawn for factor marLct As before they are drawn 
on the ame scale showing that they both represent the same 
fittn. 



The dotted line shows the mtersecnon of the niarpin.ii wage 
and the margmal revenue product curves. OP therefore re- 
presents the average net revenue product of labour OY will 
be the marginal revenue product and the marginal wage 
Similarly, the dotted Une connects the margmal wage curve 

17 
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With MRP The marginal wage and the marginal revenue 
productivity curves will cut at a point so that we have equality 
between the two showing the equilibrium of the firm But 
the averaee net revenue product exceeds the average wage It 
exceeds it by PY plus YIY Hence the surplus earned by the 
producer equals (PY plus YIVyuOM This would be the sur 
plus income earned by the producer in a factor market These 
two combined would give the figure we have drawn before 

So far we have worked out the pnnciples underlying the 
employment of factors in general Basically one need not dis 
tinguish between factors land labour and capital as they are 
employed due to their productivi^ and the level of employ 
ment in regard to any factor depends on its marginal revenue 
product le the demand for a factor of production is based 
on the marginal revenue productivity of the factor Given this 
marginal revenue productivity and the conditions of supply 
•which govern the supply of the factor the pnee of the factor 
depends on the interplay of demand and supply However 
the general theory or principles of marginal revenue produc- 
tivity influencing demand and the conditions affecting supplj 
have to be modified in relation to different factors as they 
possess certain peculiarities which distinguish them from each 
other 

With regard to labour the peculiar features which exert their 
influence on the volume of employment of labour are pnnci 
pally two (1) The fact that labourers can combine and form 
unions and bargain collectively for wages different from the 
ruling wage (2) Secondly since labour unlike capital and 
land has a free will workers can exercise their choice between 
work and leisure at any given wage In other words at higher 
wages workers may prefer shorter hours of work if they desire 
leisure in preference to wortc without however sacrificing 
their standard of living Collective bargaining on the part of 
workers and preference for leisure at higher wage levels are 
apt to affect the volume of employment The results of collec 
live bargaining differ according to flie situation m the market 
for the product and the factor labour 



■niEoRY OF DisnuBtmos 


259 


VII COLLECnVE BARGAININO 

Suppose a union demands a higher wage for its members . 
It, however, cannot make the cmplojer employ the same 
number of workers as before, when asking for the higher wage 
The Trade Union which thus gets the employers to fix the 
wage at a higher lc>cl enjoys monopoly power smcc from the 
supply side of labour there is no fine competition If, there- 
fore, for an industry, the wage were fixed at a higher level 
(ban before, wages will be constant at that level and the wage 
Ime would be a horiaontal straight line However, if ue as 
sume the demand curve for labour for a firm in the industry 
to be sloping downwards as it is identical with the marginal 
revenue productivity curve, a nsc in the wage entails a re- 
ducuon m emploj-mcni, when the firm wants to mamtam its 
profits at a maximum and it seeks a new equilibrium position 


Yl 



O] Ml M X 
‘ MEN EMPLOYED 
Figure i/C 


This relationship between the supply of labour and demand 
for labour is shown here At first the wage was OiV rupees 
per week At OfV 0^f men were emplojed and the firm 
was m equilibnum as the marginal rc\enue product was equal 
to the marginal wage which will be OiV marginal wage being 
the same as average wage because the wage is constant and 
every additional worker has to be paid the same as before 
If ihe wai'e »err xansfd bv Jbe ndinn of ibr Tode Vssiao /mm 
OW to OJPi, then if OAf men were emplojed as before the 
marginal revenue product will be lesa than the marginal wage 
Hence, profits will be less In order to equalise marginal wage 
and marginal revenue product, the firm wall be forced to re 
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duce Its employment to OMi Thea the marginal wage equals 
the marginal revenue product The finn will be making maw- 
mum profits Therefore, when a higher wage is demanded, 
there is a fall in employment provided other things ate the 
same We shall discuss m some detail the results of collective 
bargaining, in four diflereni situations 

1 Perfect Competition m the factor market and product 
market 

2 Monopsony in die factor market and Perfect Competi 
tion in the product market 

3 Monopoly in the product market and Perfect Competi 
tion in the factor market 

4 Monopoly in the product market and Monopsons m 
the factor market 

Perfect Competition in the factor market means competition 
among firms for labour but due to the Trade Union’s snpula 
tioti the wage is fixed In the product market with perfect 
competition the pnee of the product is given Any given firm 
would employ labour upto the point where its marginal reve* 
nue product equals the current wage because the current wage 
when It IS constant will be the marginal wage and by equalis 
mg marginal revenue product and the current wage the firm 
will be in equilibnum making maximum profits But by Trade 
Union actum if the wage were changed, the new wage might 
be higher or lower than the old wage or the same as the old 
wage If the new wage were equal to the old wage, the level 
of employment, other things being equal, would not change 
However, normally wages nse as a result of the claims of 
workers Ihen, as seen above, to keep up equilibrium, a firm 
will cut down Its labour force to maintain equality between 
the new wage and the marginal revenue product of labour By 
how much employmeoi would fall due to the rise m the wage 
depends on the slope of the marginal revenue productivity 
curve If the marginal revenue productivity curve is steep the 
faJU. ui eroj^lnvcQCtix oiascc^icoL on thft cue. la tbe wage. wsU. be. 
less than if the marginal revenue productivity curve were 
flatter 

Here we have two situations (<f) & (fi) A showing a steeper 
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demand cune than B, »c a steeper marginal re>enue pro- 
duct curve, and as U’age nses from OW to OTVj, the volume 




FiiTure fI7 

cf employment decreases from OM to OfJi le the decrease 
u employment is by M^f In B at OJV wage OM men are 
employed while at OJyi ooly OM» men are employed and the 
fall m employment is from OM to OM 3 . le the reduction tn 
employment is by M»M is greater than MjAf As a re- 

sult of the higher w-age there arc uo possibiliUes (1) They 
might consent to employ as many men as before even at the 
higher wage by sacnficing tbeir profits, i e;. to say by earning 
less than normal profits but to the long run to attars 
equihbnum the firms would redaoe employment, (2) Secondly, 
m the long run due to sub-normal profits the marginal firms 
or the less efficient firms may go bankrupt which would result 
m unemployment. Either w-ay, a nse m wages must result m 
unemployment. The effect of such unemployment m the factor 
market would have its irpercussions m the product market 
where the pnee is given but if unemployment were considerable 
and the decrease in the supply of product W’cre considerable, 
ibe f^ruLhnum pjwc an the fwdoa marker shgbiJ} 

nse If the pnee nses m the product market the marginal re- 
v'enue product of labour will move to the nghL 
Thus, as shown here, the new TnaTOnal revenue product 
cune wtH be to the nght of the old marginal revenue produa 
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curve When the marginal revenue productivity curve thus 
shifts to the right the fall m employment is offset to some 
extent Therefore, the reduction m the volume of employment 
would be less than if there were no nse in the pnce ui the 
product market 



Again at OW, OM men are employed But when wages rise 
to OlFi OAfiare employed so that unemployment is A/iW If. 
fteH'eier. tbs pnce of the product should nse in tks producr 
market, then the marginal revenue product will increase at each 
level of employment shown by the new marginal revenue pro- 
ductivity curve, MRPi Therefore, at OWi wage the firm will bo 
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la equiIibnuiD by ecif^oyiog OA/j men Thus due to the nsc 
m the pncc of the product acd tla shift of the marginal re\e 
nue pr^uct curve to the tight, the fall m employment v.ould 
be Af// instead of MJ*t. i c if there had been no nse m pnee 
due to the nse iO the wage, uncmploymeni would have been 
greater 

Among different situations that ought arise we have dealt 
with Perfect Compeutiou both in the product market and the 
factor market The second situation is Monopsony m the factor 
market and Perfect Competition m the product market Such 
a situation is shown by the following diagram 



Vte assume first that the firm being a monopsonist or the 
sole buyer of labour must "vary the wage accordmg to its de- 
mand for labour, it must offer a higher wage for a larger 
number of men than for a smaller number so that the average 
ware IS shown by an upward sloping average wage curve 
(MU') Since the average wage vanes with employment the 
marginal wage will be above the average wage and it is shown 
by an upward sloping marginal wage curve (AflfO which lies 
above the average wage curve Then the firm would employ 
OM men in order to be in equilibnum and thus make maxi* 



264 LECTURES ON ADVANCED ECONOMIC THEORY 

mum profits. I e whea OM mea are employed the ma yglnnl 
revenue product and the marginal wage will be equal as shown 
by the inlersectjon ol the maigmal revenue product and the 
marginal wage curves at P Now suppose, by Trade Union 
action, a higher wage at OWi is fixed Whatever the onploy 
mem of labour, the same wage would rule Hence the wage 
IS now represented by a horizontal straight line WtWt Tlus is 
similar to Perfect Cbmpeiition in the labour market or the 
factor market because with Perfect Competition in the labour 
market the average wage will be constant for any volume of 
cmplovnient and the wage line will bes horizontal When OlKj 
wage IS fixed and the wage line }V,Wi is a horizontal straight 
hue, the marginal wage will be the same as the Average wage, 
that IS to say, marginal wage will be OWi which is the aver 
age wage When the marginal wage is OfP, and OM men are 
still employed, the marginal revenue product which » OW, 
will be more than the roargioal wage, the marginal revenue 
product being OW, and margioal wage OW, Therefore, profits 
are less than maximum Once again to maximise profits, the 
firm's marginal wage must equal the marginal revenue product 
labour, i e the marginal wage curve and the marginal revenue 
productivity curve should intersert Therefore, the firm will 
now have to employ OM, men to attain equilibrium Thus, 
when the average wage increases from OW to OW,. the 
volume of employment expands bccauso the marginal wage 
of the firm, after the new wage has come into force, has fallen 
from C>Jf, to OW, To equabse mammal revenue product of 
hbour with the new marginal wage, the firm must employ 
more workers As more workers are employed, the marginal 
revenue product of labour will fall, i e the firm moves down 
the marginal revenue product curve from P to T Let us now 
introduce a higher wage OW$. as the new average wage, fixed 
by the Trade Union Then OW, will be the average wage for 
whatever employment Thus OW, will also be the margujal 
wage If the firm should still employ OM men, the marginal 
revenue product will be OW, but the marginal cost of margi 
ra’i wage ■wfh *06 OW i 'T^ienAtfie, matpmj'i revenue prt>- 
dua will be less than the marginal wage Hence, the firm’s 
profits will be less than maximum because marginal wage and 
marginal revenue product arc unequal To equalise the two. 
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which can be done by raisi^ the marginal revenue product 
uplo thft level of the marginal wage, the amount of employ 
went should be reduced from OM to Then the maigmal 
wage and marginal revenue product of labour will be equal 
at OWt, shown by the mtersecuoa of the wage line and 
the margirtal revenue prodtictivt^ curve at 'S 

From this we may make the generalisation that so long as 
the wage fixed by the Trade Union is below the original mar 
ginal wage of die firm, a nse m the average wage leada to an 
expansion in employment For example, when the average 
wage nses from OW to Oiy,. since OlV^ is less than OWt, eta 
ployment increases from OAf to OA/j If. however, the new 
average wage were to be above the old marginal wage, the 
nse m the average wage leads to a contraction in employ- 
ment. for example, if the new wage were OFF, and therefore 
above the ongmal marginal wage OWh ctnFJoyment falls 
from OAf to OAf» The conclusion, therefore, is that «itb 
monopsony m the factor market and Perfect Competition m 
the product market, a nse m the average wage may be 8c 
companied by an increase m employment mstead of a decrease 
in employment 

The third situation is Monopoly in the Product market and 
Perfect Compeuuon m the Factor market 
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The fact of monopoly tn the product madret means that the 
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finn wij{ vary the price of ils product with the volume of out- 
put uQlike under perfect compctiuon A large output necessita 
tes the lowering of the pnee so that the marginal revenue 
product of the factor, labour, falls more sharply than it would 
under Perfect Competition Under Perfect Compctiuon even if 
the pnee does not fall for a larger output, the marginal phy- 
sical product of labour due to law of dimtrushmg returns 
will fall and hence the marginal revenue product will fall But 
the fall in the marginal revenue pioduct would be less than 
under monopoly With perfect competition in the labour 
market the average wage will be constant for any volume of 
employment If the average wage i$ constant, it will also be 
the marginal wage Thus when the wage is OiV the firm 
could employ OM men and be in equilibrium earning maxi 
mum profits because at that level of employment the marginal 
wage and tho marginal revenue product of labour will be equal 
When the wage is raised ftooi OIF to OIK^ by the Trade Union, 
the new average wage will bo OiV, and once again since OWi 
will be the wage for any volume of employment. OW, will be 
the marginal wage The marginal wage, therefore, after the 
nse in the average wage, will equal the marginal revenue pro 
duct when OMi men are employed, le the marginal wage line 
W,Wi will cut the marginal revenue product curve at Q when 
OM, men arc employed Again, therefore, the firm would bo 
maximising its profits If however, at wage the firm were 
to employ as many men js before, i e OM the marginal wage, 
OWi will exceed the marginal revenue product of labour PM. 
or. the marginal wage will be above the marginal revenue pro 
duct To raise the marginal revenue product to the level of 
the new marginal wage, OIF, it is necessary to dimmish cm 
ployment from OM lo OM, men This situation, i e mono 
poly in the product market and perfect competition m the 
factor market, is similar to the situation with Perfect Com 
petition in both markets seen above 
The fourth situation is Monopoly m the Product market and 
Monopsony in the Factor market 
The assumption of monopsony in rhe fabour marker implies 
that the average wage curve nscs to the nght and even so the 
marginal wage curve which lies above the average wage curve 
and the firm will be in equilibrium when OM men are cm 
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plowed Since then ih: marginal u-age «ili equal tbs maipsat 
Tffveaae product of Jaboor at OWt, i c. PM, P being tbs point 
of intersection between the margirta! wage and marginaJ ny> 
nue prodoct curves If the wage now is OfV, te the average 
wage for OM volume of employnicut, the firm maies maw 
mum fffoSis. A nse la ihs ivag'e from OW u> OIT'i means 
that the new average wage will be constant for any volume 
of empl 0 )Tncnt and therefore the marginal wage wall coincide 
watb the average wage at OWx and the wage line will 
now be bonzontaJ whereas it was previously rising upwards to- 
&e nght Dae to die wage line being bonzontal and 

die average wage and marginal wage beu^ equal, marginal 
wage will nov/ be On\ while it was prtviousl) OW^ If the 
firm should employ OM men as before, the marginal wage wiH 
be less than the mamoal reveune product, the marginal wage 
beme OH'i and the maigmal revenue product OH'* or P,M. 
To bnng down ibe mamaaJ Jrvenoe p^art to the IneJ of 
the marginal wage the firm would employ more w-otiers and 
as more workers are employed, ibe marginal revenue product 
of labour will dimmish and equal the marginal wage when 
DM, men are employed As a result of the nse in the averace 
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wage from Off to OfVt, caused by tbe Trade Union, employ 
ment increases by MM, If, however, the average wage were 
to nse above OJV,. the onginal marginal wage for OM men 
employed, employment will decrease from OM to O-Vf , . Here 
jf at OW, wage OM men were employed, the margmal wage 
will exceed the maxgmal revenue product, the margmal wage 
being OW, or QM, and the maigioal revenue product— PM 
To raj«e the margmal revenue product to the level of the 
marginal wage, i-e from PM to QMg, some men must be dis- 
missed and as the number of men decreases the margmal reve 
nue product nses and equals the marginal wage Hence with 
monopoly m the product market and monopsony m the factor 
market, generally a nse in the average wage leads to an in 
•crease in employment, so long as the new average is below 
the margmal wage at the original level of employment, t e OW, 
in the diagram for OM employment Bui jf the sew average 
wage should exceed the margmal wage at the onginal level of 
emplco'tnent, i e OW,. there will be a decrease in employmeait 
This IS in its results similar to the situation seen above under 
monopsony m the factor market and perfect competition in 
the product market One difference, however, between tbs 
situation and the one w the monopsony in the factor market 
and perfect competition w product market is that under per 
feet competition m the product market, the raarguial revenue 
product curve would be less steep m its fall It would be 
steeper under monopoly in the product market When the 
margmal revenue product curve is less sleep the increase in 
employment would be greater 

TTie introduction of collective ba^aimng thus affects the 
level of wages and volume of employment in different ways in 
different market situations 


VUI SUPPLY CURVE OP LABOUR 

We shall now consider the second factor or the second 
mfluence governing the supply of labour, i e the fact that the 
labourer might choose to put jn more or less hours of work, 
per week, according to his dependmg on vanations m the 
weekly wage, that is to say, one may work more and more as 
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the wage nses We may perhaps he departing from reality m 
scsuTntng that the worker has this freedom to hx his own 
working day because the contract bindmg the worker enforces 
certain number of hours that must be worked but for simpli 
City of analysis we may assume that the worker can thus work 
more or less If, therefore, the amount of labour provided by 
a Horker vanes with the wage, the supply of labour as a 
whole will be elastic, changmg m response to changes m the 
wage Hitherto, while discussing the demand foe labour, both 
for a firm and an industry, we assumed inelastic labour supply 
and as such the supply curve of labour was a vertical straight 
line denoting, m the short period, a given supply OM at what 
ever wage OW, Oll'i or OH and so on But even if the 
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number of men or workers m the short run should be fixed or 
constant since they can put m greater or smaller number of 
hours of work, the supply of bbour would be vanable Then 
the supply curve would he upward sloping showing greater 
number of hours worked at higher wages and smaller number 
at lower wages The question then is whether an elastic- 
supplj curve slopmg upwards to the nght would always thus 
slope to the right, implying greater and greater supply, or the- 
supply curve might change its shape Up to a point, it may 
be true that the supply curve slopes up to the nght as wages 
nse. but it would not do so indefinitely Then, one altemabvr 
IS that the supply curve beyond a certain point may slope up- 
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“Wards and funber slope back lo tbe left Tins means that as 
wages increase upto Oiy tbe supply curve slopes upto tbe right, 
indicating a progressive increase in labour supply but. if a wage 
■should use above Of^, the supply of labour would cease to in- 
crease and remain constant tiU OWi, 1 1 between OJV and OWi 
wage. Therefore the supply curve becomes paroUel to OY and 
if wages should nse even beyond OfVu the supply of labour will 
begin to fall so that the supply curve once again changes direc 
lion and slopes upwards to the left To explain such a supply 
curve of labour, we shall take into account the standard of 
living of a worker and include in bis standard of living the 
element of leisure which would enable the worker to 
enjoy some goods which he would otherwise have to forgo, 
i e upto a point, the worker would value an increasing in 
come in order to enjoy a higher standard of living or a greater 
volume of consumption , be can with an increase in lus income 
afford a better diet, moro house room and other essential 
supplies Once be has reached a desirable standard of livins 
or level of consumption, as the wage nses he would not have 
any further incentive for njore work Thus, he would res 
pond to the increase m wages by reducing his volume of work, 
in order to enjOy leisure This leisure he could use to satisfy 
coltnral wants patronising the arts by visiting the theatre 
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isore often, or attending conceits, all of which involve time 
This behaviour of the worker is represented in the following 
diagrain ; 



Ills figure of (he supply curve. SL. as it is called represents 
a variable labour supply of a given worker Along OY is 
measured the money income oer inonib and along OX, the 
supply of labour, measured m hours The curve, starting from 
ihe origin, slopes to the right showing that, to cam more and 
more income, the worker puts m more and more hours of 
work per day till his monthly income rises to Rs 160 But. 
beyond that, as he prefers leisure to work, as the wage in 
creases, the number of hours per day diminishes from 10 to 
9. 9 to 8 and so on, showing the second pccuhanty which 
charactetisss labour as a factor Hus vanation in labour sup- 
ply IS to be taken into account when dealing with the deter 
minalion of the wage from the side of supply The fall in the 
hours of work due to the nse m the average wage does not 
necessarily have adverse effects on output Firstly, a nse m the 
wage provides a higher standard of living and thereby makes 
for a greater efficiency of labour Thus, tte productivity of the 
worker nsing, the output of the worker will lacrcase, especi- 
aUy rn poor eountnes with low Innug standards, this is likely 
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to happen Evejy increase in income would raise labour-cfTi- 
ciency Secondly, consequent on higher wages and lower nora 
ber of hours, the output can increase, la the long run, as 
shown by variations m the working day m advanced countries 
A fall tn the number of hours, instead of diminishing the out 
put per week, has increased the output as a result of an opti 
mum working day being established Therefore, both the 
worker and the industry might stand to gam when wages nsc 
and supply of labour decreases In the short nin. therefore, 
the normal tendency is for the supply of labour to increase 
with an increase in wage, and the supply curve therefore 
slopes to the nght In the Jong run, even the number of 
workers can change due to the change m the size of popula 
tion . and if the number of hours should increase with a rise 
in wages, together with a greater labour force, the supply of 
labour would be even more variable What should then be 
the shape of the supply curve of labour in the long run? It 
IS difficult to determine because of the unpredictability of the 
size of the population In the early I9ib century economists 
thought that the long run supply curve of labour tended to 
be a honzofital straight line This conception was based on 
the Ricardian Theory of wages called the Iron oi Brazen law 
of wages according to which wages tend to remain at the sub 
sistence level, and any departure from tbe subsistence level 
would invoke a change in the size of the population A nv; 
in wages above the subsistence level would cause an increase 
in the sire of families, and eventually the size of the popula- 
tion. and the consequent expansion in the supply of labour 
would depress wages till they once again drop down to the 
subsistence level A fall m the wages below the subsistence 
level would lead to a higher death rale, as a result, of increase 
in proverty malnutrition, decreasing resistance to disease, and 
the supply of labour decreasing wages are pushed up to the 
subsistence lesel This theory was based on the assumption of 
a correlation between population and the wage level This 
theory has since been exploded as new trends in population 
have been, discovered^ such as. that the ©lowtb. la pop'datr/au. 
is conditioned by the density of population, the standard of 
living of the community and the survival rate The rate of 
growth is inversely proportionate to the density and the wealth 
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capital and other factors is that capital is artificial, being man 
made, unlike land, labour and entrepreneurship which are gifts 
of nature Hence, the supply of capital unlike the supply of 
other factors is more elastic With regard to the pricing of 
•capital, money capital is considered, although in production real 
capital m the form of instrutnents of production is involved 
Hence, the rate of interest or the pnee for the hinng of capita! 
depends on the twin forces of supply and demand But, man 
•controls capital better than the other factors Therefore, the 
supply of capital could be changed in response to the demand 
for It Nevertheless, problems of interest are apt to be more 
complicated Thus, capital as liquid capital or money capital 
is formed or accumulated through deliberate decisions made 
by people Due to these reasons, the Dassica] theorists could 
not provide a satisfactory theory of capita! and interest to ex 
plain the pricing of capita], as a factor of production The on 
gins of the modem ihcoiy of interest may, however, be traced 
to Senior, a Cassical economist In essence. Senior’s theory 
was based on the theory of value, le the pnee of an economic 
good depended on supply and demand With reference to capi 
tal. interest which is the pnee for the use of capital depend^ 
on Its supply side, on the willingness of consumers to save by 
abstaining from current consumption, and on its demand side, 
on the produciivity of capital TTicrefore. the demand for capi 
tal was a derived demand bciog due to tbo demand for consu 
mer’s goods produced with capital and other factors Senior’s 
theory was challenged by Mam on the ground that sacrifice is 
not universal since, in saving, the neb suffer little pam or 
sacrifice Marshall, therefore, preferred to call capital the pro- 
duct of waiting rather than sacnfice Further, the term, wailing, 
is more appropnate Even if a poor man saves at the expense 
of current consumption, the sacrifice is temporary and even 
tualJy he can enjoy his savings at a later date The term, wait 
mg. IS significant as it implies the element of time m the 
growth of capital TTie element of time enters in modem pro- 
duction of wealth, firstly because of waning on ihe part of 
lavejfiors due to round dbout production, and secondly, fne 
cTcaiioa of capital itself takes time TTiercfore, the two peculiar 
features notable m capital are firstly, it is artificially produc 
ed and secondly, u involves time 
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These two characteristics lofltKnce the rate of isterest 
althoueh the rate of interest decends on the demand side of 
eaptal, on the margmal productinty of capital A complication 
IS xntrodnced by the fact that decisioos to S3\c and decisions 
to invest are made by different pet^le la a znaiiret economy 
or an exchange ecoromy Only m an isolated or Robinson 
Cmsoc economy and a planned cconom} these two sets 
decisions may be made by one and the same person. In an 
exchanee or an unplanned economy as the} are separately 
made, a theory of capital and interest becomes complex Lile 
other factors which, when combined with fixed factors of pro- 
duction, jield a diminishing marginal revenue product, capi 
lal as a vanable factor w hen combined with other fixed factors 
similarly jields a dimmishmg margmal revenne producL Once 
again, the element of time exerts its infinence as capital in the 
form of instruments of production, such as tnachmerj. is dur 
able, having a working life ranging over many )ears Hence 
in employing capital the empIo)er has to estimate the produc 
tivity of capital over its worl^ life, and second!} the creation 
of capital in the form of machinery it$elf involves investment 
of capital Thus, capitalistic production or round about j^uc 
tion, involving time makes the study of capita] and interest 
more difficult For example when a producer buys a machine 
say for £100 whose working Me is a year and the machine can 
produce a given product, the interest on £lfX) borrowed for 
the pnrehase of the machine has to be calculated, keeping in 
view the daiabibty of the machine and its marginal producti 
vity The inierest paid can approximately be the marginal pro- 
duct of the machine Under perfect competition, when a given 
rate of luiercst rules, the employer would add more and more 
machines till the marginal revenue product of the machine is 
equal to the rate of interest in the market. The marginal re 
V enue product of capital as an asset is the prospcctiv e yield of 
the asset, xn other words, ibc addition made to the total 
revenue by the use of the machin* during its working life 
Therefore the relationship between the rate of interest and 
the prospective yield of ihe machine or the capital asset deter 
mines the level of employment c! the asset. As m the case of 
other factors the employment of the factor vanes as the margi 
nal productivity of the factor — capital If the marginal revenue 
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product Of the net prospective jicld falls with increasing em- 
plojinent of the asset, the demand for the factor, therefore, is 
represented by the marginal revenue productint) curve for 
capital The margmal revenue productivity or the demand curve 
slopes downwards to the nghi showmg that at different rates 
of interest different amounts of capital will be employed The 
supply curve for capital slopes upwards to the right, showing 
that at higher rates of interest more and more capital will 
forthcoming, as greater and jr&iter sacrifices are willing to 
made m response to the increasing inducement offered by way 
of interest, and the rate of interest is, therefore, determmed by 
the shape of the demand curve of capital and the suppi) curve, 
as shown below 



X RENT 

Essentiallj, the theory of rent developed by David Ricardo 
early m the I9th century is still accepted Ricardo based his 
explanation of rent on two contentions that rents are the re- 
turn for the use of the ongjnal and mdestructible powers of 
the soil and high rents are earned due to the bounty of 
nature which was the contcntKHi of the Phj'siocrats which 
Ricardo refuted Let us take op the second of these arguments 
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To Ricardo reels are the itsylt of scarcity of land relaUscty 
to the demand for it and this scarcity reflects the mjcardlincss 
of nature, and not her gcncrositj Ricardo amsed at this con 
elusion from bis experience of nsiflg foodpnccs m England, 
caused b> increasing population and the Napoleanic wars 
Rents which arose on superior lands as against infenor lands 
were aitnbuted to the fact of lumg pnees, due to increased 
demand for food, which caused the use of infenor lands, at 
higher costs of production. As regards the first that land yields 
a rent because of its ongtnal and indestructible powers it can 
not bear c.xamination in \iew of the fact that land is no longer 
in Its natural condiuon but has been completely transformed 
from prehistoric times by improvements in agriculture through 
the investment of capital Thus, the product of land is largely 
the result of capital and labour besides the properties of the 
soil Again, land cannot be called indestructible as chautic 
changes may well alter the fertility of the soil, turn fertile re 
gions into and wastes or. convenely deserts may be turned 
into fertile, smiliog Gelds through artifiaal tneans Therefore. 
Ricardo's theory that land possesses ongtnal and indestructible 
powers ts untenable But Ricardo’s tb^ry is true to so far as 
It points to the scarcity of land as a factor governing rent On 
the basis of this idea, we can discover what is called 'scarcity 
rent’ ansiag on homogeneous land which is uniform in fertility 
and situation Due to the fi.xed svpply of such honiogeneous 
land rents emerge as demand increases. UnlDce other factors, 
lile capital and labour, the supply of land is inelastic and 
hence rents may be p ermanent pbenomeca Since the supply of 
other factors is elastic and therefore can be increased in the 
long run. the surplus camracs of such factors ma> vanish in the 
long run This concept of scarcity rent is important as it throws 
light on one important factor responsible for differences in 
rent due to increased demand The conclusion is that scarcity 
rent is the result of an inelastic supply of land If we drop 
this assumption of homogeneous land and consider beteroge' 
neous land and rate into account the differences in fcrtiruy and 
situation of different lands, differential rents anse, i e rents 
vary due to differences in location or situation and the pro- 
ducuvit) of the soil Differeotal rents are in the last analysis 
due to scarcity But they differ due to variations in land. la 
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Other words, more fertile lands and more favourably situated 
lands from the point of view of acccssibihtj to markets com 
mand rents which are higher th?in Jess fertile lands and less 
favourably situated lands Rents may be due to extensive cul 
tivation or intensive cultivation m agriculture For example, 
if a colony of settlers in a new country occupy first the best 
land, as the population increases and less fertila lands are em 
ployed the superior lands yield a surplus income to cultivators, 
or if, to meet increased demand the same land were intensi 
>ely cultivated through increased investments of capital and 
use of labour, due to dimuushine returns the earlier invest 
ments yield surplus incomes ITiis is because m extensive 
cultivation as inferior lands are cultivated the cost of produc 
tion nses Hence, the production of the commodity at the 
extensive margin will be higher than it would be on superior 
lands But if all the output from the superior lands and the 
inferior lands were prtsumed to be homogeneous it would sell 
at one uniform price The price is fixed at the margin of cul 
tivation iQ order to cover ^e margmal cost of production, i e 
the cost of production of cultivators on the worst lands But. 
since the cost of pcoducQoa on supenor lands is less due to their 
superiority, such lands would earn more than the inferior 
lands Similarly, in intensive cultivation the cost nses with m 
creased production Therefore, the last unit of the product 
would cost more than the earhec units of the product but the 
whole of the product assuming that there is demand for it 
would sell at the marginal pnce or the price that can cover 
the cost of production at the intensive margin of cultivation 
Thus the earlier units of the product, having been produced 
at lower costs sell at the same pnce as the marginal product 
and yield rent 

Suppose there are in extensive cultivation three grades of 
land ABC We will assume that A is the best land B is less 
fertile land and C the least fertile land Suppose the culliva 
tor invests Rs lOOOO on A and it produces lOOOOO srs Sujv 
pose B grade land will have Rs 10000 of capital but because 
It IS infenor to A it yields 80000 srs Similarly C being the 
least fertile land would yield 50000 sis What is the pnce at 
which wheat could be sold? Ihe mimmum pnce would be 10 
srs per Re 1 ' It would cover the cost of production Sup- 
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pose v>t lake B grade land But the yield wiU be less What is 
the rate at which they could sell? It would be 8 srs per 
Re 1/ Similarly, m the case of C, it would be 5 srs a rupee 
Thus the pnce would nse as interior lauds arc brought under 
culiivatioo. One rupee could produce 10 srs , 8 srs , and 5 srs 
in the case of A. B and C lands respectively All the wheat 
must sell at that pnce whidi will satisfy the producere using 
A B. C lands la order that these 3 should be in the market 
the rate which should prevail m the market will be 5 seers a 
rupee What should be the income of culDvators using A grade 
land? At 5 seers a rupee, for A grade land the total income 
would be Rs 20 000. Rs 16.000 m the case of R and Rs 10000 
m the case of C The surplus revenue that goes to A would be 
Rs 10000 This would be the rent in the case of A Rent 
would be Rs 6000 in the case o{ B There is no surplus or 
rent for C as a\crage revenue equals average cost The same 
can be applied to intensive cultivauon 
We have been trying to explain that rents diJIer DiHerential 
rents are caused by differences m ferlibty— whether m exten 
sive or intensive cultivauon The conclusions which we might 
arrive at are (1) Rents are due to an increase m the number 
of farmers which in effect means an increase m the demand for 
land (2) Differences m the productivity of land so that those 
using more producUve lands enjoy surplus incomes and (3) 
rents are due to nse in pnees Here, for example, the price 
has risen from 10 to 8 and to 5 srs a rupee These are there 
fore the causes of rent What is true of difference of fertility 
IS true of situations, especially of urban lands where situation 
vanes from one site to another, as for example, m cities 
Hence, rents differ on urban lands as supenor sites or more 
favourably situated sites yield larger mcomes than lofcnor 
sites or less favourably situated sites Rents, therefore, are paid 
both for agricultural land and urban land Rent may be express 
ed m a different way as a surplus over transfer earnings .t for 
example, suppose a land ran be put to different uses to grow 
dtSeraH crops 7i? rdsio such a had a’.Tdw Ita crop it satsi 
pay enough to prevent it from leaving that crop and being 
transferred to another crop If a wheat fanner pays £6 per 
acre of land as rent and a tunup farmer pays £4 per acre. 

• A Text c[ Economic SXonKt»aA\l»t,wc\i 13 19S3 
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unless the wheal farmer pays at least £4 for the land it would 
be transferred to the tunap farmer Therefore, the £4 would 
be called the Transfer Eammgs of the wheat farmer and the 
£2 over and above the miianwm required to keep the land 
under wheat would constitute rent Another concept is rent of 
ability which relates to labour In case of certain types of 
labour, if such labour were scarce and inelastic m supply, sur 
plus incomes accrue to those belonging to such occupations 
The supply of such labour is melastic as natural ability cannot 
be produced at will Again this concept may be explained in 
terms of transfer earniogs For example, a talented violinist 
might earn, say £80 a week, and as a member of an orchestra 
he could earn £20 Iri order to keep him from entering the 
orchestra he should earn at least £20 If his income as violinist 
should fall below £20 he is transferred Therefore, £20 would 
be the transfer eammgs, le eamugs which be might earn by 
transfemng himself while the surplus £60 would be bis rent 
Finally, we might extend the theory of rent, as devefoped by 
Ricardo in relation to land, to other factors, capita], labour and 
so on, which inighc resemble land in ibe short run in their sup- 
ply, and being inelastic in supply, as demand increases, earn 
higher incomes which would m the nature of rent and. 
therefore, called Quasi rent In the long run. however, as sup- 
ply becomes more flexible and therefore increases, the surplus 
incomes disappear Such surolus incomes in the short run 
earned by factors other than land arc like and unlike rent 
They are like rent in so far as they depend on inelastic sup 
ply m the short run just as land cams rents due to its melastic 
supply They are unlike rent m bemg temporary, and short 
lived Hence the title. Quasi rent 
Even as regards land the marguial productivity theory may 
be applied to show that the maiginal revenue product of land 
may diminsh and consequently the demand for land would 
decrease at higher rents and increase at lower rents But the 
application of the theory of marginal productivity must be 
modified according to the peculiar ^ature of land as distinct 
Irom other lactors 
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ed , that is to say. no jnsmance conjpany can possibly esti- 
mate tbc probable percentage of firms in the industry whidi 
may incur business losses Hence, unavoidable rules which must 
be borne by entrepreneurs call for an adequate compensation to 
leeompense the entrepreneur The uncertainty is due to the 
inability of an entrepreneur to know in advance the probable 
demand for his commodity In this respect, therefore, the entre- 
preneur differs from an ordinarj labourer or worker While aa 
entrepreneur cannot count on getting his reward in the form 
ol profits the labourer can be certain of his wage, unlike the 
other factors, labour, capital and land which, under contracts 
binding their employees, are paid their stipulated payments, 
the entrepreneur, being a tesidtial claimant, cannot be certain 
of his income In estimating profits as a return for eaitreprc 
neurs, imputed items must be deducted from the gross profits 
or eamings Thus, an entrepreneur might represent several 
(actors at once by providing some of the capital and some 
labour m addition to enterprise As such, his income will be 
made up of interest on bu capitaL wages for his labour and 
net profits for bis entrepreoeursbip Tbe imputed interest on 
iiu capital can be calculated oo tbe basis of the market rate 
of interest on loanable funds and imputed wages again on the 
basis of alternative wages at wages of management, which he 
might have earned as a paid manager working for an emplo- 
yer But IS his own busmess if be should, as a manager, co- 
ordinate the various factors and usderlake risks, it is difficult 
to son out his share m his income. i e bis wages of manage- 
ment or pure profits Thus, in practice it is difficult to deter 
mine pure profits Applying the theory of marginal producti 
vity to entrepreneurship lo an industry, the nninber of 
entrepreneurs would depend on the marginal productivity of 
cntrepreueursbip even as the amount of employment of other 
factors, on tbeir demand side depends on the prices of their 
factors If. therefore, in a given industry, the number of entre- 
preneurs vanes, we can represent the demand and supply of 
organisers diagrammalically 

We have the marginal revenue productivity curve which, as 
usual, slopes down to the nght Here the marginal revenue 
product of entrepreneurship is the profits which will be earned 
The supply curve is a honzcntal straight line as we assume 
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that all the firms m the icdustiy are cquall> efficient and earn, 
therefore the same amount of profits when the mdustrj is m 



cqoilibnma and profits are oortnal, all the entrepreneurs. 0^{, 
vrould be earning Rs OP of profits because the margmal re 
waue product will equal the pnee of entrepreneurship On the 
other hand, if entrepreneurs should be m the indus 
try, the margmal re>'enue product would be bi|ber than the 
normal profits, the marginal loecue product being Rs OPi 
and the normal profits OP so that 0\fi entrepreneurs would be 
earning abnormal profits and abnormal profits would attract 
new films into the industry that is to ay, the number of entre- 
preneurs will increase or the supply of enterprise will increase 
so that profits will come down to the normal 


Xll EULER S THEOREM* 

It is m relation to the division of the product of mdustry 
among different factors of production that we base to dal with 
Euler’s theorem The theorem of Euler explains the relation 
ship betneea the shajrs of djffatat faeJojs and »har they pro- 
duce. i e their product. We have so far seen that the demand 
for a factor depends on its maigmal productivity and the 
principle of marginal productivity was appbed to vanous fac 
• ^ Tfjt Avi of Economic Theory by Stoeier aod Haaue, ch 16 1953 
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tors in dctetmining the demand for them and their employment, 
keeping ho\\e\cr. m mind the individual peculiarities of differ 
ent factors Hitherto, each factor was treated in isolation and 
the relationship between its maternal productivity and its cm 
ployment or demand was examined but. m practice several 
factors arc used simultaneously and the rewards can be fixed 
if their marginal productivities could be determined One 
assumption which we shall make for determining the marginal 
productivity of each factew^ will be that all factors can be freely 
varied In reality, however, this is not true since certain factors 
haie to combine in fixed proportions or not used at all For 
our analysis we must assume that there are no such factors i e 
we can freely change the amount of each factor in order to 
calculate the marginal productivity of the factor, the marginal 
productivity being the addition made to the total product when 
an additional amount of the factor is used while other factors 
co-operating with it remain constant Further, when hiring a 
factor we have seen that the employer will use more and more 
until the marginal revenue product of the factor equals the 
price of the factor So to understand ibe inter rebtion between 
the total product and the rewards of the various factors, we 
have to consider the marginal products of different factors 
On the assumption that all the factors are vanable we can 
calculate the marginal product of a factor A by increasing it 
by a unit keeping the other factor B constant and similarly we 
can calculate the marginal product of B by increasing it by a 
unit, keeping A constant and the entrepreneur will add to A 
more and more units till he equahses the maiginal revenue 
product of A with the pnee of A and similarly for B If the 
marginal revenue product of A could be calculated by increas 
mg A and keeping B constant and the marginal revenue pro- 
duct of B can be calculated by increasing B keeping A const 
ant, then the marginal revenue product of A plus the marginal 
revenue product of B will be equal to the marginal product of 
both /} & B if both A Si B increased simultaneously by a 
unit each The roargmal product when both /I & B art increas 
cd at the same time may be called the combined marginal 
product of & B In other words the sum of the marginal 
products of A and B would equal the combined marginal pro- 
duct of ,4 & B This would be true when /I & B are both 
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mcreased in small amounts because then the change in the 
proportions bewcen A & B will be negli^le and secondly, 
the change m the scale of operations will be negligible. This 
may not be true, bowoer, it A &, B arc increased by large 
amounts , for example, if A were Ispt constant and 5 were 
increased by a large amount, the output may increase by 200 
units Sunilarlj, if B were kqit constant and A increased by a 
large amount, again the tola) product will increase by 200 umts 
But if both A &. B are increased each by a large amount, then 
the combined marginal product ot A & B may not equal the 
marginal produ« of A plus the marginal product of B, i e the 
combined marginal product may not be 400 units but more 
or less than 400 units This is due to an appreciable change 
m the scale of operations and the propomons of the factors 
To explam vanalions m output and the relationship between 
the marginal products of factors and the total product, we ma> 
consider first, the bw of constant returns which is otherwise 
called a homogeneous production Aioction or a production 
function which ts homogeaeous of the first degree This unphes 
that when two factors are employed and they are both increased 
and the proportions between the factors are kept constant, re 
turns to factors will be constant 



This 13 the diagram for the production function which is 
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homogeneous of the first degree showing that factors labour 
and capital are increased and the rate is kept constant and 
the increase in output is therefore constant 
Returns are constant because the expansion of output is 
along the scale line showing that both the factors ate varying 
m the same proportion Ihe first proposition which we may 
lay down m the light of the relationship between the marginal 
productivity of the two factors is that the sum of the indivi 
dual marginal products of any number of variable factors will 
equal their combined marginal product The second proposi 
tion IS when returns to scale m any firm are constant and each 
unit of each factor is paid a reward equal to its marginal pro- 
duct the rewards of all the factors will equal the total product 
of the firm i e the marginal product of factor A multiplied 
by th- number of units of A plus the marginal product of B 
multiplied by the number of units of B will equal the total 
product of the firm To prove this proposition suppose only 
one factor is involved and it produces the good and the increase 
10 Its product is proportionate to the increase in the factor le 
the returns to the factor are constant at all levels of employ 
meot If returns are constant the average product will equal 
the marginal product The total product will be equal to aver 
age product multiplied by the umts of the factor But since 
the margnal product m constant returns equals the average 
product the total product roust equal the marginal product of 
the factor multiplied by the number of units of the factor In 
practice where at least two facton or more than, two factors 
are used again we may calculate the marginal products of the 
different factors and their relationship to their total product 
Suppose an entrepreneur employs one factor labour then at 
one stage m the employment of the factor returns will be 
constant In perfect competition returns tend to be constant 
when the average cost of the firm is at a minimum or ex 
pressed differently when a firm is at the lowest point of its 
average cost curve in other words returns are constant when 
the average product of the firm is maximum Before the firm 
TtTdt^ies Vo irtftmtiani wrt-fvjt W! v?at.’.wn.w. 
duct the average cost of the firm will be fallmg or the average 
product of the firm will be nsmg Beyond the point of mini 
mum average cost or maximum average product the average 
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cost of the firm will be rising or the ascrage product of the 
firm wiU be falling Before the firm’s average cost begins to 



nse and after the average cost of the firm stops falliag. over 
a range of output, the average cost or fiie average product of 
the firm will be constant The average product can be constant 
only when the marginal ^oduct equals lie average product 
The total product of the finn is the average product of the 
firm multiplied by the number of units of the factor But since 
under constant returns at the lowest average cost marginal pro- 
duct equals averaee product, the total product of the firm must 
equal the maigmal product multiplied by the number of units 
of the factors . if, therefore, according to the marginal produc 
tmty theory, a factor is paid a reward equal to its marginal 
product, the marginal product of all the factors multiplied by 
umts of factors must together equal the total produn of the 
factors The margmal product of A plus the marginal product 
of B should equal the combined marginal product of ^ i B 
emplojcd by the firm and the toul product will be equal to 
the marginal product of A mnltiplied by the number of units 
of A plus the margmal prodact of B multiplied by the number 
of units of B Since marginal products of ^ B are equal to 
iheir avTmge products when the firm ts in competitive equih 
bnum and producing at the minimum average cost, the pro- 
position that the total product equals the marginal product of 
A multiplied by the amount of A plus the marginal product ot 



LLCTURES ON ADVANCED EC»NOMIC TltEORy 


B multiplied by amount of B 15 otherwise called Euler s theo 
rem 

If returns to scale are increasing then the average product 
must be rising The average product can nse only if the mar 
ginal product is greater than the average product Then if the 
units of a factor of production are paul a reward equal to the 
marginal product the reward of the factor will be the margii^l 
product of the factor isultiphed the units of factor The 
total product of the factor will be the average product of the 
factor mulbplied by the units of the factor But smee the 
average product is rising and the marginal product must be 
greater than the average product the reward of the factor will 
be more than the total product On the other hand if returns 
are decreasing the average product of a factor will be fal 
Img and the average product can fall only if the marginal pro- 
duct IS less than the average product If all the units of the 
factor were paid a reward equal to their marginal product the 
share of the factor wiU be the marginal product multiplied by 
the number of units of the factor or the amount of the factor 
But the total product will be the average product multiplied 
by the number of units of the factor but average product as 
seen could fall only when the marginal product was less than 
the average product Therefore the share of the factor will be 
less than the total product The proposition called the Eulet s 
theoicm will not hold good when competition is not perfect 
It is applicable only under perfect competition 
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labour which equals ibe margmal menus product oi labour at 
so tiat the reward of the factor is equal to lis marpnal 
product of lbs factor. 
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iher, one must approach the problems of employment and 
unemployment m a different way This method of dealing with 
general employment in the economy is called General Equili 
brium Analysis This approach is intended to explain unem 
ployment in general m all the industries In the past the 
Classical economists ignored mostly the question of unemploy 
ment and those who paid attention to the problem did not 
take It sufhcientlv seriously It was thought that general un 
employment was impossible Unemployment results from over 
production of goods But overproduction was impossible and 
hence unemployment The Qassical economists were under the 
influence of J B Say’s theory called “SAY’S LAW OF MAR 
KET’ According to Say. supply always create^ its own 
demand, and therefore demand and supply must be equal and 
when supply and demand arc equal, there cannot be over pro- 
duction or unemployment It might be possible in a particular 
industry for the supply to outrun demand bur in the economy 
as a whole such a possibility was rare James Mill thought 
that consumption was coextensive with production and pro 
duchon the sole cause of demand Whatever the amount of the 
annual production it can never exceed the annual demand 
David Ricardo subscribed to this view According to him in 
reference to a nation, supply can never exceed demand J S 
Mill shares the same view Only Malthus look a different view 
and said that demand could be lesa than supply and therefore 
lead to unemployment But he could not adequately prove his 
theory Due to this doclnnc the Qassical economists were 
generally optimistic and ignored the possibility of general un 
employment m society Till 1930. economists accepted the 
classical view and did not question Say’s ‘Law of Market’ 
Then m 1936 J M Keynes wrote his ‘ General Theory of Em 
ployment Interest and Money" to refute the arguments of the 
Classical school In this book Keynes tned to establish his 
theory of general unemployment To Keynes full employment 
was a limiting case, similar to Perfect Competition or pure 
monopoly m a market Just as Perfect CompcUlion and pure 
monopoly are ideals, full employment was an ideal In the 
actual world, under-employment is the rule and as such cm 
plc^racnt exists at various levels according to the needs of the 
industry and the supply of labour The reason why the Classi 
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cal economists did not consider general unemployment possible 
was that they extended their conclosions amved at by app!>mg 
ibcjr theory to particular industries to all industries together 
In other words, they applied parua! equilibnum analjsis which 
might ha\e been Nalid m reference to a certain industry to the 
entire economy For example, if m an industry there should 
be an ovcrsupply resulting in oneniployment. by reducing the 
cost of production the price of the commodity could be reduc- 
ed and demand generated so that an increased demand would 
be in equiUbnum with the supply of the good To reduce the 
cost of production, w’ages of labour could be cut and thereby 
the total cost of production could be brought down. Such a 
measure adopted m the case of one industry may prove effec- 
tive because the industry forms a negligible part of the total 
economy But if there should be o\cr production la the eco- 
nomy as a whole leading ta oversupply, such a remedy might 
produce the opposite results Thus, to reduce cost of prodoc 
uon in all the mdustnes to lower the pnee or increase demand 
if wages were cut m all the industries, the purchasmg power 
of labour would dimmish and instead of demand increasing it 
would decrease and the gap betMTen supply and demand 
would widen leadmg to even greater unemployment 
To correct the theory of the Oassical economists, Kejnes 
del eloped his General Theory of EmplojineDt to cxplam more 
realistically causes 'of uRempIo}nien( and remedies for tmem 
ployraent An mdividual entrepreneur seehmg to maxunise 
his profits can offer a given amount of cmplojinent Similarly, 
entrepreneurs taken together would offer that amount of em 
ployment which would maximise their profits The solume of 
employment m an rndividual firm depends on the decisions of 
individual entrepreneurs and the volume of employment in the 
economy depends on the decisions of all entrepreneurs To 
explain how the level of eropfoymeat is determined. Kejmes 
used two concepts ‘aggrryaic supply' and ‘aegregate demand’ 
At any gi\en lc>el of employment of labour the ‘aggregate sup- 
ply pnee’ is the total amount of money which all the entrepre 
neurs in the economy taken together must expect to receive 
from the sale of the output produced by that number of men 
if it IS to be just worth employme, that is to say, the aegregate 
supply pnee, when a gii-en number of men is employed, is the 
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total cost of producing the output made by the number of men 
and unless the entrepreneurs can cover their costs when they 
employ, say X men, they will not find it worthwhile employing 
X men Therefore, they will offer less eroplojinent The ‘aggre 
gate demand pnce' at any level employment is the amount 
of money which all the entrepreneurs in the economy taken 
together expect to receive il they sell the output of those men 
TTiercfore, the aggregate demand pnce represents the expect 
ed receipts when a given volume of employment is offered to 
labour At each level of employment, therefore, there will be 
an ‘aggregate supply pnce* and an ‘aggregate demand pnce* 
m the economy, i e we can draw schedules for ‘aggregate sup- 
ply pnce’ and employment, ‘aggregate demand pnce* and cm 
ployment, the ‘aggregate supply schedules’ showing receipts that 
entrepreneurs must receive to employ, profitably Uifierent num 
ben. of men and the ‘aggregate demand schedule’ representing 
the expected results at different levels of employment On the 
basis of such schedules for the ’aggregate supply price’ and 
‘aggregate demand pnce’ graphs showing employment at differ 
eat levels of taggregaie supply pnce’ and ‘aggregate demand 
pnce’ at different levels of employment may be constructed 



This diagram illustrates how employment depends on the 
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‘aggregate supply pnee’ and ‘aggregate demand pnee’. 
Along OY v,e measure receipts or proceeds in rupees and 
along OX, Nolume of employipcnt The curve is the Aggre- 
gate Supply Curtc showing that at different lesels of receipts 
so much employment would be possible Thus, for example, 
if receipts arc OMu then the solume oC emploj-ment would be 
ORi In other words, it is just worthwhile employing Oj?j 
men. The curve AD shows expected receipts at different levels 
of employment Thus, at ORt the expected receipts will be 
C?t/> Therefore, the minimum oeccssaiy for employing ORi 
men is OM, and OM, would be the cipccted revenne At first 
as mcome increases, \oIume of cmployroent increases and fin 
ally, at one stage, the curve AS and AD mteiscct showing 
that Oil men would be employed when the firm earns OM 
rupees At this level of employmeni the expected receipts wiH 
equal the mmirmtm receipts required to cover the cost involved 
in employing OR men. Until OR men are employed the curve 
AD is to the left of ^5 and this shows that the expected re- 
ceipts exceed the receipts that roust be enough for covering 
costs for employing a given number of men. Since expected 
receipts are above the mmimum receipts it is profitable for 
employers to employ more and more men unbl the expected 
recapts comade with the minunum receipts necessary to mahe 
It worthwhile to employ so much labour But when more than 
<7i? men are employed. <he curve >4 J> lies to the right of AS 
Hence expected receipts will be less than the xnmunum neces- 
fary for employing so many men, that is to say, tmtil OR men 
are employ^ aggregate demand pnee is greater than aggre- 
gate supply pnee and more and more employment would be 
^cred When OR men are employed, the aggregate demand 
pnee and the aggregate supply pnee are equaL Therefore, the 
economy as a whole is in equilibnum. Beyind OR men, aggre- 
gate supply pnee will exceed aggregate demand pnee and pro- 
fits dimiDtsh and employment would be reduced until once 
again the economy is m equilibnunL One important corollary 
of this proposition is that when the economy is in equilibnum. 
full employment may be absent. 

"nus figure shows bow equilibnum of an ecimomy may be 
consistent with under-employmeat. ic absence of full empli^ 
ment. The economy win be m eqmllbnnm when OR men arc 
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emplojed and the aggregate supply pnee and aggregate de 
mand price are equal at OM However ORi men desire em 



ployoient and since OR raec are employed RRi men are un 
employed They could t>e employed only if OiV/, amount of 
money is earned by the entrepreneurs or OMi money is spent 
by the community If OA/i amount is expected RRx men can 
be absorbed Thus although (be economy is in equilibrium 
when OR men are employed full employment does not exist 
Hence the equilibrium of the economy does not necessarily 
imply full employment If however there should be full cm 
ployment when the economy is m equilibrium the economy 
wiU be in an optimum situation or the aggregate demand and 
aggregate supply are m an optimum relationship Unemploy 
ment in this context refers to involuntary unemployment (as 
distinct from frictional uaeroployment which exists in the pro- 
cess of the movement of labour and structural unemployment 
caused by changes 10 industry and voluntary unemployment 
when workers do not want to work) Involuntary employment 
being unemployment of men belonging to all industries in the 
country who are willing to work but cannot find work Fnc 
tiona] unemployment structural uoemjrfojment and voluntary 
unemployment which may be confined to certain industries 
could be explamed by partial egoilibnum analysis but mvolun 
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tary uaemplojincnt v.hich is general must be explained by 
general equilibntim 3nal>sis and it was such imxjluctar) im 
employment which was ignored the Classical economists and 
to supply the deficiency m the field. Keyxes prosnded his 
General Theory of Employment 
We saw how emplojtnent is go\croed by die aggregate sup- 
ply pnce and aggregate demand pnee Where the aggregate 
supply pnce and aggregate demand pnce are equal, the economy 
IS said to be in equiTibnom. This leads to another concept 
known as ‘cffcchTe demand* The phrase ‘Effecti\e Demand’ re- 
fers to the actual demand in the market for goods Only wdien 
the comraemty actually buys the products of different mdustnes 
producers can produce them and offer employment Thus, 
ultunately the volume of employment in the economy depends 
OQ what the encrepreneufs expect to receive actinll} Therefore, 
m a community effective demand represents the amount of 
money actually being spcit on the piquets of mdusti) In 
other words, it would be the amount of moaej received by the 
industry which will be shared by different fonors in the form 
of wages, interest, profits and tent Thu would mean that eSec 
tne demand unphes the national income of the community or 
what (he membm of the communit) receivo Further, it would 
represent the value cf the total output of the communitv smcc 
the value of the national output is idenUcal with the receipts 
of entrepreneurs from the sale (rf thar goods The goods re 
presenting the total product of the industry are either con 
sumption goods or investment goods. Hence effective demand 
would imply the national crpenditure on consumpDoQ goods 
and on investmenc goods Effective demand as we have seen 
equals the receipts of entrepreneun Therefore, these receipts 
must be from the sale of consumer goods and investment 
goods We may summanse these relationships as follows. 

Effective Demand = National Income 

which-The value cf national output 
whJch=E.tpcnditure on consumption 
ptef ErpefflA-L’an* 
ment goods 

This would be = Receipts from selling consump- 
lioB goods plus receipts from sell 
las investment goods 
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We are therefore looking at the same ihii^ from the side 
of the producer and the consumer Since cfTective demand 
equals volume of expenditure on consumption goods and in 
vcsiro'*nt goods and since employment depends on effective 
demand, employment must depend upon the expenditure on 
consumption goods and the expenditure on lavcslment gooos 
Therefore, we may infer from this that if expenditure on con 
sumption should remain constant while expenditure on invest 
ment goods should increase employment will increase or if 
investment should be constant while consumption should in 
crease 'icam employmeni will increase Thus employment 
depends on the community’s expenditure on consumption and 
investment, te consumption goods and capital goods In order 
to increase employment one may either increase consumption 
or investment or both Hus was the theory of Keynes To 
understand how consumption or investment or both of these 
increase, we should know the interrelationships between coo 
sumption and investment and the factors governing these two 
Effective Demand depends not only on the expenditure of the 
community at large on consumption or uvestiseot but also on 
public expenditure or the expenditure of the State Thus, the 
total national outputebffective Demand, which may be equal 
«d with C plus / plus G where C stands for private consump- 
tion both of consumers goods and capital goods which were 
therefore called private consumption demand (Private expendi 
ture on consumption). / represents private investment demand, 
le to say Ihnvate expenditure on investment goods, and C 
represents government demand, i e (Govt expenditure on con 
sumption and investment goods) 

Now. of these the size of the Government Expenditure (here 
represented by O depends on the policy of the State which is 
conditioned by numerous factors political, social and econo- 
mic In discussing the theory of employment, we shall confine 
ourselves to private cxpendiiure on consumption and investment, 
jgnonng Government expenditure Apart from government or 
public expenditure employroeol d^iends On the consumption 
and mvestment in the private sector As regards consumption, 
the volume of consumpUtm in a country depends on the deci 
sions of individual consumen i e the total consumption in the 
community equals the sum total of the consumption of indivi 
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at a higher rate of intetest. cotuumptioa will be high, invest 
ment will be low Therefore, different individuals may react 
differently to the rate of interest Then, for a ccmmuiiity as a 
whole the effects of the behavioar of different individuals will 
cancel each other out so that the set effect may not be much 
The inference from this, for Keynes, is that for the community 
in general, the rate of interest may not be an important factor 
governing consumption Hence, we might ignore the rate of 
interest Again, in the short mn. subjective factors such as 
pnde, avance, miserliness, ostentation, generosity, extravagance, 
may be taken to be given so that we may assume that con 
sumption IS not affected by these subjective factors Only m 
the long run, due to social, cultural and psychological forces, 
the consumption habits of people might alter and affect con 
sumption. In the short run, therefore, one may assume the 
objective and subjective factors govenung consumpuon as given 
and proceed to consider tha functional relationship between 
consumption and income If. therefore, consumption depends 
on the level of mcome, we might draw a schedule showing the 
propensity to consume of an individual and the community at 
different levels of income Such a schedule wxuffd help us to 
make some assumpuons (1) As the community's uicome 
rises. Its consumption also nses But if income nses by a given 
absolute amount consumption will me by a smaller absolute 
amount, eg if income mctcascs by a Rs 100, consumption 
increases by less than Rs 100 or when income incrcdscs. con 
sumption will increase but not by so much as mcome has 
increased (2) The second assumption is that people normally 
do not consume more than what they earn and (3) As a man's 
income nses. his marguial propensity to consume declines 
For example, a man with an income of Rs 400 may consume 
Rs 395 If his incouw nses to Rs 450 out of the extra Rs 50, 
he would consume only Rs 45, i e out of Rs 450, he would 
consume Rs 440 (395 plus 45) If his income should further 
use by another Rs 50, out of the additional Rs 50 he would 
spend Rs 40 instead of Rs 45 as before Similarly, if be 
should earn an additional Rs 50. he would spend this tune 
lA and so on Tnerelwe. flie propensity to consume dimi 
nishes as income increases and this may be called Diminishing 
Marginal Propensity to consume The diminishing marginal 
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propensity to consume ma^ be shown in the form of a curve 
The diagram would represent an imaeunrj community which 
spends different amounts at various levels of income. The com 
mumt/s propensit} to consome is got by conadenng the 
propensity of all individuals, ic by the individual 

schedules, we get the schedule of the commumt} and the 
schedule shows the community’s propcnsitv to consume as 
income changes 



The line 45* shows how at each level of income the commu 
nity ts spending all the income without savins, le upto 
Ra 3000 crorcs it spends cvciytbme it cams but beyond this 
the propensity to consume declines so that the decline m pro- 
pensity to consume is shown by the Total Propensity to Con 
sume curve, TFC 

The Total Propensity to Consume curve represents the sche 
dule of the total propcnsitv to consume of the commumty 
For example, when the commumty’s income is Rs 10000 ciores 
It spends Rs 7000 crores, that ts to say. it spends AB and it 
saves BC or Rs 3000 c ro res Vrliea the income is Rs 5000 
acres 1 e OD fhrre) the consnny^nn is Rs- 4500 ceres — or 
DE and the saving is Rs 500 cro r e s EF The curve at 45' or 
the slraioht line from the onem shows the total propensity to 
consume if the whole of the inc om e is spent by the communitv 
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niODfy spent by the State would be earned by the different factors 
of j^odaciion employed m budding the roads Therefore, the in 
come earned by the factors will tx spent on goods Hence, the 
demand for these goods would increase and to meet the jnereas 
ed demand, further productioo would be undertaken. As a 
result of the million pounds spent by the govCTnroent. produc- 
tion and consumption wiH increase in the economy and the 
total output will increase and employment will increase The 
conclusion of this would be that total increase in national 
income due to expenditure on public works would be greater 
than the amount spent on the public works This indicates the 
relationship between the initial lovcstment and the ultimate 
increase in national income and employment, je the effect of 
an increase in investment is multiplied several times through 
out the economy and this relationship between investment and 
total income is represented by ibe roultiphef The multiplier 
compares the relative siaes of a given initial inaease in invest 
jsent and the total ultimate increase in income Oocome mean 
lOg output) The rauhiplier may be rtpreseaied by the letter 
"AT” just for convcnjencc and it depends on the propensity to 
consume of the commodity U the propeosiiy to consume is 
high, le if the community spends a large proportion of its 
income on consumption, the mulupber would be larger If the 
marginal propensity to consume is low or if the community 
spends a smaller proportion of ilj incomes, muhipber will be 
smaller, c g. if the road builders, in the example above, should 
have a high margmal propensity to consume, they would spend 
a laiger propomoa of their wages on consumers’ goods and 
this would provide greater employment and income to pro- 
ducers of consumers goods. like bakers, shoemakers and so on. 
On the other hand, if tbcir marginal propensity to consume 
shonld be low or if they save most of their income, the demand 
for consumers’ goods would not increase much and hence em- 
ployment and incomes in consumers’ goods’ indusuy would 
be low If the marginal propcnsi^ to consume is zero winch 
means that all the additional locome would be saved, then 
die total increase m income will be equal to the increase in 
the income of the road makers fbere say £l milhon) This 
means that the payment of a nuQioD pounds to factors will not 
lead to any increased demand and isaeased employment and 
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incoms Tbe multiplier K' will be equal to one or unity which 
means the total increase in the national income is just as big 
as tbe mcrcase in investment — here, a million pounds But m 
reality, the marguial propensity Co consume can seldom be 
equal to zero, le people would spend at least some of their 
additional mcome and when the> spend a little of their income 
the demand for goods would increase to that extent, mulling 
in mcrcased employment and increased incomes of factors m 
other industries Therefore, the mcrcase in the total income 
of the community would be more ihan the iniual investment 
Hence, the muliipber K will be more than one, i e more than 
unity Thu u only a limiting case 
Another possibihty is marginal propensity to consume being 
equal to one, lo not zero, which impLes that the entire in 
crease m income is spent on consumption, or there is no saving 
at all If. therefore, the marginal propensity to consume equals 
one and all the mcome u spent, tbe demand would increase, 
factors producing goods to meet tbe demand would earn more 
income and would again spend all their income without saving 
any so that tbs increase in income and employment may be 
incite Thu means that the multipber K would equal lo^ty 
Again thu is another limiting case The multiplier cannot 
bestngfljty or margmal propensity to consume cannot be-I 
^e have done with consumption which is one of the deter 
minants of tbe volume of employment and, therefore, national 
output or tbe national income 
The next detennioant of employment « Investment. As we 
have seen cmplojmenl depends partly on the expenditure on 
mvestment goods or simply the amount of investment under 
taken. Now we should consider the vanous factors that govern 
investment itself In our anal)'su we shaU leave out of account 
government expenditure which is a part of total expenditure 
because government expenditure could be arbitrarily decided. 
1 e it IS not at the mercy of economic forces as much as private 
exjjenditure u Then, if wp confine ourselves to private ex 
pcnditure we shall be concerned with the decuioos of pnvate 
entrepreneurs on the amount of investment to be uede^kea. 
One thing that must be borne in imnd in regard to mvestment 
u that mvestment u in new prodoction. le businessmen and 
firms purchase new assets m the form of factories, plant. 
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machinery and so on On what docs such investment of capital 
depend? The businessman uodcrtalccs production by investing 
capital only if be can expect adequate money returns to his 
investment Thus one would tnvest his capital, say in a 
machine if he expects to cam enough money by sellmg the 
product due to that machine dunng its life , out of the gross 
revenue earned deductions for costs are made and what he 
gets would be his net lelum and the sum total of such net 
returns over a period of years is called ‘the prospective yield 
of the asset* (here the machine) Hius. one consideration which 
would carry weight with the investor is the prospective yield 
of the asset Secondly, the investor has to pay the pnee of the 
asset (here, the machine) This is called the Supply Price which 
IS the sum of money which he must pay m order that the pro- 
ducer of the asset may produce it The prospective yield and 
the supply pnco are both important in determining the reveiaue 
which the producer can cam by investing more and more capital 
m the asset Therefore what the entrepreneur expects to cam 
from one additional asset or machine is called the marginal effi 
ciescy of capita! Thus, the investment of the entrepreneur 
depends on the marginal eflicieocy of capital Further, margt 
nal efficiency of capital tends to decrease as more and mote 
assets of the kind are em^^oyed. te returns from additional 
machines would decrease progressively One reason for this 
IS that as more and mote assets are employed and the demand 
for the product of the indostiy is met by an incrcasiag supply, 
the pnee of the product may decrease and hence the prospec 
tive yield may decline (here the prospective yield corresponds 
to marginal revenue product mentioned before) Secondly, the 
supply pnce of the asset may nsc us the demand for the asset 
mcreases In the short period, the producers of the machine 
incur higher costs of production and charge a higher price for 
the machine Due to either of these reasons as investment tn 
creases, the marginal efhctency of capital falls and the amount 
of capital invested would depend upon the rate of interest for 
capital Investment would be earned upto the point where the 
marginal efficiency of capital equals the current rate of tnte 
rest Then the firm would icach equilibrium or earn maximum 
profits from the capital invested The trend of marginal efSci 
ency of capital is shown by the MEC Curve 
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ia Hus diagram tbs rate of mteiest u nreasured along OY and 
the wJams of lavsstmsat along OX and lie ctm-e MEC slopes 
dowsirard to the ngh: shonisg botr at bigbfr rates of interest 
tbs \‘Dlums of i flwio cflt is sonlJsr than ai lower rates of xate> 
rest Ubts. -at Ofj rate of interest, tbe s'olnxDo of imTStz&sat as 
0^f, and at OU tbs atriums of investment is OA/*. Thus tbe 
volnme of mTestmtni depends isrUy oa the rate of intcresL 
A scojnd factor gw e m ing tbs volume of mvestment is the 
volume of consumption because the demand for ins'cstment 
goods 15 dsn%‘ed from the demand for consumption goods gtxl 
ns such the demand for investment goods -vniies directly as 
the demand for caasampuon goods If there is greater con- 
sumption there will be greater mvrstmenl. Therefore, the de 
mand for investment goods depends on ths rats of interest 
and the level of consumption espemhture la other words, in- 
vestment B a function of the rate of interest and consumption. 
This Tcbtionship between mvestment oa the one hand and 
consumption and rate of interest on the other can be shown 
m the form of graphs 

The rate of interKt is given- It is or ORt At this rate the 
-amount of investment vanes as the level of consumpiioQ-^ 
penditure. CDnsompnon-expenditure at different Je\ds is shown 
bj the curves E, E and £». ViTicn the level coasumptioQ- 
20 
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Figure 1S7 


expenditure is the lowest, i e shown by E,, the amount of m 
vestment at rate of interest is OMi As the consumption 
nscs from £i to E at the same rate OF, or /?>. lovestmeot will 
be O^f, It greater than before and similarly when the level 
of coosurapiioa-expenditure is Et at rate of interest. OM* 
Will be the volume of uvestmem Thus, although the rate of 
interest is the same if the level of amsumption-expenditure 
changes, the volume of lovestroent changes Generalising we 
may say, at a given rate of interest, investment is greater at 
higher levels of consumption-expenditure and lower or smaller 
at lower levels of consumption-expenditure Another conclu 
sioQ from the diagram is that at a given level of consumption 
expenditure investment vanes as the rate of interest, le it is 
greater at lower rates of interest and smaller at higher rates 
For example, on Fi at 7?, rate. OMi of capital is invested But 
at that level of consumption-expenditure to induce OM or a 
greater volume of investment, (he rate of interest must de- 
crease. say to Ri Therefore the volume of mvxstment depends 
partly on the rate of interest and partly, on the level of con 
sumption-expenditure 

Among the factors which govern the volume of investment 
one Ts ^e Tn\t til Tincresi TheitSote, we to’fi now fiiscuss 'now 
the rate of interest itself is fixed and how it, m its (urn affects 
the demand for capital If we define the rate of interest as the 
pneo at which loans of mcm^ are made then the rate of inte- 
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rest would depend on the suppty of money and the demand 
for money Um the price of ordiMry goods which is governed 
by forces of supply and demand The supply of money or the 
quanti^ of money depends on the central tonk and the bank 
mg system The demand for money again depends on the 
Liquidity Preference which la its tarn depends on wnous 
motives underlymg liquidity preference of which three are un 
portant (I) Transactions motive. (2) Precautionary motive and 
(3) Speculative motive The amount of money held under the 
transactions motive and precautionary motive is dependent on 
the level of income while the amount of money held under the 
speculative motive depends on the rate of interest Therefore, 
liquidity preference or (be demand for money consists of two 
parts, (1) The first part is due to transactions moave and pre 
cautionary motive which may be represented by Lj nie second 
;»tt IS due to the speculative mouve which may be called L» 
Thus. X| depends on the level of mcome and on the rate 
of interest: Li depends on income Hence it may be called 
the function of income Lt depends upon the rate of interest, 
and hence it u the function of the rate of interest which we 
may call I Therefore, the total amount of money demanded 
plus Li Thus, the total demand for money depends on 
the level of income and the rate of interest. As the level of 
tnoome and the rate of interest vary, the demand for mosey 
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vanes Now, the relatjonship between the demand for money 
and different levels of mcomc and rates of interest may be 
shown as a schedule of Liquidity Preference and this schedule 
can be reduced to a curve 

Along OY IS the rate of interest and altmg OX, the amount 
of money demanded , and the relationship between liquidity 
preference and level of mcome is shown by this diagram 

Here we have two curves. /, and h. each one representing 
liquidity preference at different rates of interest and at differ 
ent levels of income The conclusions we may draw from the 
figure are that the coinmunny will hold more money at low 
rates of interest than at high rates when the mcome is cons 
tant Thus, at a given level of income, at Rx rate of interest 
OMi will be demanded and at rale of interest OM, wiU be 
demanded, although the income is constant , the second con 
elusion 1$ that at a given rate of interest more money is held 
when income is higher eg if the higher level of income is re 
presented by /^ at Rt rate of mtercst, OM, is demanded When 
the income rises from h to lu m R* rate. OMt is demanded 
Thus, the demand for money (IiqutdiQr preference) depends on 
the two faaors, the rate of inicrcst and level of income, just 
as the demand for a good depends on the pnee of a good But 
the pnee of the good itself ts dependent on the demand for the 
good together with the supply of the good. Even so. the rate 
of interest, which is in other words the pnee of money, itself 
depends on the demand for money or liquidity pieferencc and 
the supply of money , and when rate is fixed, the demand 
and supply wil] be m equilibrium and, further, as the rate 
vanes, the demand for money vanes as seen above We are 
assuming that the supply of money is constant so that we may 
Ignore the supply side of money 

SUMMARY One fundamental assumption of Keynes on 
which he based his theory of employment called the General 
Theory was that the volume of employment depends on the 
income of the community which means the national output 
Therefore, employment is a function of mcome A large income 
m a country means a large volume of employment, a small 
income, a small volume of employment The income or output 
depends, as we have seen, on expenditure on consumption. 
(Q plus expenditure on investmoit, (f) plus expenditure on 
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consiunption and in\estment (G) Income bemg represented by 
Y Therefore Y~C plus / plus G but each of these, (i c con 
sumption in the private sector and investment m the pnvate 
sector and both consumption and investment in the pubhc 
sector) depends on a number of factors 
The two factors governing consumpticm are income and the 
margina l propensity to consume in the communi^ 

Investment depends on the rate of interest on the one hand 
and marginal efficiency of capital 
The rate of interest m its turn depends on supply of and 
dsnand for money or liquidity preference 
The marginal effiaency of capital is again dependent on two 
factors, the supply pnee of capital and the prospective jield 
We are leaving out of account Government expenditure be- 
cause Government expenditure is essentially mdependent of 
economic factors Government expenditure can be altered at 
will Goxnmraent oEaals can change their policy Therefore, 
this shows how. ultimately, employment depends on income 
and income depends on coosumptioo and investment in the 
pnvate sector and the expenditure of the State 
Assuming that there is unemployment what are the ways 
of decreasing it? In the last aoaty^ smce employment dep- 
ends on income, an increase m employment can be brought 
about through an increase in income and income may be 
increased by mcreasmg consumption or investment m the 
pnvate sector or government expenditure But consumption 
which IS one of the determinants of employment itself depends 
on income Thus, in order to increase consumption mcome 
must be increased and mcome depends on other factors Thus, 
mcome may be changed through the propensity to consume as 
we ha\e seen if the marginal propensi^ to consume is raised, 
which Simply means if people arc made to spend more money 
on consumption, then due to the multiplier effect throughout 
the economy the national mcome win increase But the pro- 
pensity to consume in the commuiuty depends on the con 
sumption habits of the commumly which are conditioned by 
the osychoIo<Tr of consumers and as such it is difficult to 
chance the consumption habits in the short period and hence 
the propensity to consume is difficult to change The only 
possibility, an indirect one, of chansmg the marginal p r op e n 
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sity lo consume in the country as a whole, in this case to 
raise the marginal propensi^ to consume, as greater emplo> 
ment is desired is by transferring money from the rich lo the 
poor by taxation As the rich have a lower marginal propen 
sity to consume than the poor (which means that the poor 
spend more on consumption than the rich) when money is 
transferred from the nch to the poor, expenditure on con 
sumption will increase and again through the multiplier effect, 
cmpIo>'mcnt and income will increase in the economy The 
second alternative open to the country for increasing employ- 
ment by increasing income, is by way of investment If expen 
diturc on investment should nse. employment js created and 
moie income will be earned which is spent on consumption, and 
therefore, cumulatively greater and greater employment and 
income will result Prof Keynes favoured the use of both 
these methods of raising income and employment To increase 
investment, we should take into account the rate of interest 
and the marginal efficiency of capita) since the volume of in 
vestment depends on these two factors and the marginal 
efficiency of capital, as already seen, tends to decrease as 
investment increases Therefore, to induce greater mvestmeni 
the rate of interest must be lower or the marginal efliciesicy 
of capital should be raised The marginal eOlcieney of capital 
can nse if the prospective yield of assets nses or ihcir supply 
pnee falls The supply pnee of an asset depends on iha physi 
cal conditions of production iQ the industry producing the 
asset But m the short run physical conditions of production 
cannot be altered and therefore the supply pnco of the asset 
cannot be lowered Hence, the only method of increasing mar 
ginal efficiency of capital is to increase the prospective yield 
of capital and the prospective yield of capital depends on the 
future Therefore, it is uncertain In order to induce busmess 
men to increase invcstmcai they must be persuaded by the 
government that the future would be bnght and the prospec 
live yield of their investments would be high and this depends 
on the optimism or pessimism which is again a psychological 
factor which cannot be easily controlled Thus the Marginal 
Efficiency of Capital is difficult to change To increase invest 
ment therefore, the alternative weapon which is more amen 
able to control is the rate <rf interest which depends on the 
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